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I'liitMl  States 

General  Accounting  Offlce 

Washington,  D.C.  20548 


Ii-2377(M) 

March  14, 1090 

The  Honorable  Carroll  Hubbard 
Chairman,  Subcommittee  on  General 
Oversight  and  Investigations 
Committee  on  Banking,  Finance 
and  lirban  Affairs 
House  of  Representatives 

Dear  Mr.  Chairman: 


This  report  responds  to  your  July  18, 1989,  letter  requesting  informa¬ 
tion  about  certain  securities  subsidiaries  of  bank  holding  companies. 
These  subsidiaries,  authorized  by  the  Federal  Reserve  Board,  are  com¬ 
monly  called  Section  20  subsidiaries.  This  is  a  reference  to  the  provi- 
sitms  in  Section  20  of  the  Glass-Steagall  Act  (12  U5.C.  sec.  377),  whic 
permits  banks  that  are  members  of  the  Federal  Reserve  System  to  be 
affiliated  with  firms  that  arc  not  principally  engagicd  in  securities  activi¬ 
ties  generally  forbidden  to  banks  themselves.'  Section  20  subsidiaries 
can  function  as  investment  banks  by  underwriting  (publicly  distributing 
new  issu.-s  of  securities)  and  as  broker-dealers  by  buying  and  .selling 
.sevurities  for  their  own  accounts  or  for  others. 
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As  you  suggested,  we  mot  with  Committee  staff  during  August  and  Sep- 
tembor  1989  to  discuss  further  the  scope  of  our  work.  We  agreed  to 
develop  information  on  activities  of  Section  20  subsidiaries  primarily 
from  agency  records,  infoimation  in  the  puhil^doraaiti,  and  meetings 
w  ilh  regulatory  and  indiustry  officials.  As  a  result  of  our  discus.«;ioriS,  we 
identified  se\  end  issues  that  Congress  and  regulators  need  to  b''  ’reics 
when  considering  |X)tential  modifications  to  thi  regulation  of  Section  2»'^ 
subsidiaries. 

InOirmation  on  Section  20  companies  is  contained  in  eight  appendixes  to» 
this  letter.  The  first  three  di-scuss  specific  topic&raised  in  your  request: 

( 1 )  market  .share,  pricing,  and  benefits  to  the  public;  (2)  risk  to  the  hold¬ 
ing  company;  and  (3)  the  practical  impact  of  the  ■Board’s  regulatory' 
riquirements.  called  firewalls,  on  bank  holding  companies. 
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Background 


The  remainintH  five  appendixes  present  statistifs  on  Section  2t)  compa¬ 
nies,  discuss  Section  20  company  capita)  and  capital  adequacy  regula¬ 
tions,  and  review  the  legal  biuLs  for  domestic  and  international 
securities  activities  of  Smion  20  subsidiaries  and  other  bank  holding 
company  units. 


Kxcept  for  certain  specified  securities,  mainly  government  securities, 
member  banks  of  the  Federal  Reserve  System  are  prohibited  under  the 
1933  Glass-Steagall  Act  from  engaging  directly  in  securities  underwrit¬ 
ing.  However,  under  Section  20,  member  bank  affiliates  are  permitted  to 
participate  i’  otherwise  impermissible  securities  activities  .so  long  as  the 
affiliate  is  not  principally  engaged  in  this  activity. 

In  1987,  the  Board  began  approving  applications  submitted  by  bank 
holding  companies  to  allow  wholly-owned  nonbank  subsidiaries  to 
underwrite  and  deal  in  certain  bank-uieligible  securities.  A  msyority  of 
the  subsidiaries  were  already  engagtxi  in  permissible,  or  bank-eligible, 
securities  activities  such  as  undem  iting  and  dealing  in  government 
bonds.  As  noted  above,  the  Board  determined  that  the  tyix‘s  and  levels 
of  activities  proposed  by  the  bank  holding  companies  complied  with  the 
provisions  of  the  Glass-Steagall  Act.  The  Board  also  determined  that 
these  bank-ineligible  securities  activities  met  the  requirements  in  the 
Bank  Holding  Company  Act  of  1956,  as.amcnded.  This  statutory  stand¬ 
ard  requires  that  two  st  ::>arate  tests  be  met  for  an  activity  to  be  tiermis- 
sible  for  a  bank  holding  company.  First,  the  Board  must  determine  that 
the  activity  is,  as  a  general  matter,  closely  related  to  banking.  Second, 
the  Board  must  determine  that  the  activity  may  reasonably  be  expected 
to  produce  public  benefits  that  outweigh  possible  adverse  effects. 

In  April  1987,  in  its  first  action,  the  'oard  approved  applicatioas  sub¬ 
mitted  by  three  bank  holding  companies  requesting  authority  to  undoi  - 
write  and  deal  in  municipal  revenue  bon  mortgage-related  securit  ies. 
and  contntcrcial  paper.  Later  that  year  it  approved  more  applications 
and  also  added  consumer-receivable-related  securities,  which  are  securi¬ 
ties  hacked  by  such  assets  as  credit  card  receivables  or  consumer  auto 
loans.  The  Board  placed  a  limit  of  .5  percent  of  a  subsidiary  ’s  gnrss  ivvc'- 
nues  on  the  revenues  that  could  be  generated  from  the  bank-ineligible 
activities.  The  Board  also  required  the.se  companies  to  observ'e  a  number 
of  prudential  limitations,  called  firewalls,  designed  to  in.sulate  iirsured 
bank  affiliates  from  the  risks  associated  with  Section  20  subsidiaries’ 
activities  by  as.suring  the  capital  adequacy  of  the  holding  company  and 
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limiting  both  transactioas  and  the  flow  of  information  bvlwecn  a  scctiii- 
tios  subsidiary  and  other  afriliates  of  the  parent  banking  organization. 
(The  firewalls  are  identified  in  app.  \  II.) 

In  .January  198  the  Board  approved  applications  by  certain  bank  hold¬ 
ing  companies  to  underwrite  and  deal  in  corporate  debt  and  equity 
securities.  In  doing  so,  the  Board  imposed  a  tighter  set  of  firewall 
restrictions.  (See  app.  VIII.)  The  Board  also  stipulated  that  holding  com¬ 
panies  cannot  initiate  corporate  debt  and  equity  underwriting  and  deal¬ 
ing  until  tlie  Board  has  determined  that  the  companies  have  the 
necessary  managerial  and  operational  infrastructures  to  ensure  compli¬ 
ance  with  the  firewall  restrictions.  Companks  must  also  submit  a  satis¬ 
factory  capital  plan  that  complies  with  the  Board  requirements  for  these 
act  ivit  it's.  Further,  the  Board  placed  a  1-year  moratorium  on  equity 
securities  a<'tivities.  In  September  1989,  the  Board  raised  the  revenue 
limit  for  bank-ineligible  activities  to  10  perevnt  for  all  Section  20  com()a- 
iiies.  In  .January  1990,  the  Board  authorized  st'veral  foreign  banks  to 
operate  St'ction  20  subsidiaries. 

I'nder  the  Securities  Exchange  Act  of  1934,  Si'ction  20  companies  must 
register  as  broker-dealers.  As  registered  broker-dealers,  they  aresubjwt 
to  Securities  and  Exchange  Commission  (stx')  regulation  under  the  secur¬ 
ities  laws,  must  comply  with  stx’s  net  capital  rules,  and  must  join  an  stx  - 
approved  industry  self-regulatory  organization.  The  Board,  as  the  pri¬ 
mary  regulator  of  bank  holding  companies,  enforces  the  firewall 
requirements. 


Results  in  Brief 


In  t!ie  third  quarter  of  1989,  the  13  Section  20  firms  operating  at  that 
time  uiidenvrotc  a  total  of  about  $09  billion  in  bank-ineligible  st'curities. 
with  commercial  paper  n*presenting  about  98  ix'rcent  of  the  amount 
underwritten.  The  firms  accountwl  for  about  2  f>ercent  or  less  of  the 
total  market  for  underwriting  municipui  revenue  bonds,  mortgage- 
backed  securities,  and  as-set-backed  .securities.  Compai  jible  market  sh.are 
data  art*  not  available  for  c«)mmercial  paper. 


When  activities  of  Section  20  companies  in  both  bank-eligible  and  bank- 
ineligible  securities  are  considered.  Section  20  companies  accounted  for 
alM)Ut  7  percent  of  all  revenue  i  t'alized  by  SH  -n'gistered  securitit's  firms 
in  the  sectmJ  quarter  of  1989  (the  latest  quarter  for  which  the  compari¬ 
son  can  be  made).  Section  20  fimis  also  acctninteti  for  atamt  4  percent  of 
total  securities  industry’  capital  its  r»f  .June  30,  1989.  Ranked  by  capital. 

<■»  of  the  top  50  securities  firms  in  the  Nation  are  Section  2!t  firms. 
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Sot'tion  2(>  firniH  have  the  potential,  when :  'leir  activities  are  well  estai^ 
lishod  iuid  if  they  operate  at  the  maximum  levels  authorized  by  the 
Hoard,  to  make  a  siiStufieant  impact  on  the  structure  of  the  securitiri 
industry'.  Alsu,  to  date,  regulatory  ufneiais  have  found  no  evidence  thos 
any  .StH.  tion  20  tirm  has  damaged  the  financial  condition  of  a  bank  or 
bank  holding  company.  However,  the  sarpe  of  tlie  bank-ineligible  activi¬ 
ties  of  Section  20  firms  has  been  limited  thus  far,  as  the  subsidiaries 
continue  to  organize  their  operations,  develop  the  products  and  sm  ices 
they  plan  to  offer,  and  identify  the  markets  they  will  enter.  Acconlinsfer, 
it  is  too  early  to  draw  conclusions  about  Section  20  rums'  impact  on  the 
market,  their  profitability,  their  riskiness,  or  the  adequacy  of  the  regula¬ 
tory  system  within  which  they  operate. 

In  general,  bank  holding  company  officials  that  we  inter\’ic?wed  thnoghe 
that  the  revenue  limitation  on  the  artivities  of  Section  20  suhsidiaik^s^  as 
well  as  many  of  the  firewall  provisions,  are  costly  and  place  unutsTs- 
sary  constraints  on  their  ciwnpelitiveness  in  the  market.  Conversely, 
securities  industry  officials  said  the  firewalls  arc  needed  to  assure  fair 
compotitltm  and  to  prevent  Section  20  firms  from  benefiting  from  feder¬ 
ally  in.sured  d-  iKisits  maintained  by  their  affiliated  banks.  Hoard  offi¬ 
cials  said  the  requirements  are  mwting  the  Hoard’s  tvgulat«>ry 
objectives.  These  officials  also  indicated  that  the  Board  will  ccmsidi.T 
modifying  some  of  tlw  firewalls  after  the  Section  20  firms  have  obiairwsd 
additional  operational  experience. 

In  authorizing  Section  20  companies  to  underwrite  and  deal  in  bank-in«f*rf- 
igiblo  st'curitics.  the  Hoard  required  controls,  such  as  separate  corjuMarTr 
identity  and  regulation  by  the  si-X’,  that  we  have  previously  rcctmi- 
inended  should  be  part  of  any  long-term  solution  to  the  problem  of  how 
banking  ami  securities  activities  should  be  linked.-  However.  Iheivarc 
otIuT  asiHH  ts  of  S<*ction  20  '■i>mpany  regulation,  such  a.s  the  e.xact  pur¬ 
pose  of  some  of  the  firewalls  and  their  consistency  with,  the  n-gulatiim 
of  the  international  activities  of  I'.S.  banks,  that  we  believe  r^xjuitf 
additional  scrutiny. 


Objectives,  Scope,  and 
Methodology 


In  kecfting  with  the  n-que.st.  the  principal  objt'ctiveof  our  Wf»rk  wa-.  to 
identify  b«iw  the  activities  of  .Scviion  20  firms  have  affected  risk  kvels 
in  their  n*s|H*etive  bark  holding  companies;  how  these  activities  ha\e 
affi’ctiHi  the  securities  industry  in  ternts  of  market  share  changes,  the 
l>i  i(  iiig  of  s<*eurilies.  and  benefits  to  the  eon.sumer:  and  how  the  Ikiard's 
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nrowalls  have  affected  bank  holding  companies.  As  requested,  we  also 
prepared  information  on  bank  holding  company  finances  and  the  legal 
basis  for  securities  activities  of  banking  organizations  that  provides  a 
broader  context  for  dLscussing  the  activitic's  of  Section  20  compaoiies.  In 
addition,  we  identified  several  Issues  that  Congress  and  regulators  need 
to  address  when  considering  potential  modificatioius  to  the  regulation  of 
Section  20  subsidiaries. 

Our  1988  report  on  Glass-Steagall  issues  said  that  coming  to  grifts  with 
the  question  of  Glass-Steagall  repeal  represents  an  opportunity  to  sys¬ 
tematically  address  changes  in  legal  and  regulatory  structures  that  are 
needed  to  better  reflect  the  realities  of  the  financial  market  place. '  This 
report  dixjs  not  represent  a  comprehensive  study  of  all  of  the  Issues 
associated  with  amending  or  repealing  the  Glass-Steagall  Act,  nor  docs  it 
attempt  to  present  conclusions  on  the  way  the  relationships  between 
banking  and  sc'curities  activ'  ics  should  be  structured.  In  keeping  with 
the  nature  of  the  request,  wc  have  limited  our  work  to  im  analysis  of  tlie- 
Federal  Reserve’s  actions,  taken  under  existing  legislative  authority,  to 
allow  banking  organizations  to  conduct  certain  .securities  activities  in 
separately  capitalized  bank  holding  company  subsidiaries. 

Wc  interviewed  officials  and  reviewed  records  at  the  Federal  Kesen  c 
System,  Office  of  the  Comptroller  of  the  Currency  (ocr).  Federal  Deposit 
Insurance  Corporation  (FDic),  SKT,  and  the  National  Assinriation  of  Secur¬ 
ities  Dealers,  Inc.  (x.'tSD)  to  obtain  information  on  the  operations  and  reg¬ 
ulation  i)f  Section  20  companies.  Our  review  included  financial 
information  from  the  reports  that  bank  liolding  companies  file  with  the 
Federal  Keseiwe  (Y-9  report)  and  i.  Formation  on  secTirities  activities  and! 
financial  data  from  reports  that  securities  firms  file  with  the  sti' 

(fXX’l’S  reports). 

To  gain  better  understanding  of  both  the  operation  of  Section  2*.*  firms 
and  the  firewalls,  we  interviewed  officials  at  six  bank  holding  «Mni>a- 
nies  that  have  established  Section  20  subsidiaries  and  officials  from 
three  investment  banking  firms  that  compete  with  Section  20  firms.  We 
also  (liscus.sed  aspects  of  Section  20  firms  with  representatives  from 
several  regional  banking  organizations  that  are  considering  setting  up  a 
Section  20  subsidiary.  We  interviewed  officials  from  industry  trade 
groups,  including  the  American  Bankers  .AsscK  iation.  .Associatiiwi  of 
Hank  liolding  Companies,  the  Bank  C  apital  Markets  .A.ss<Kiati*>ti,  and  tlic- 
Securities  Industry  Ass<xriation. 
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We  reviewed  industry  publications  to  determine  how  the  activities  of 
Section  2U  subsidiaries  compare  to  the  total  markets  in  which  tlicse 
firms  iiave  been  active.  Ilecausc  the  information  available  on  these  firms 
was  very  limited,  we  asked  Section  20  firms  authorized  as  of  SeiAember 
30.  1089.  to  provide  us  with  information  on  their  underwriting  activi¬ 
ties.  All  21  firms  responded. 

Ik'cau.se  of  the  limited  availability  of  market  data,  we  also  talked  with 
.several  porsoas  whom  we  judgmentally  determined  would  have  knowl¬ 
edge  about  the  markets  in  which  Section  20  firms  operate.  This  included 
officials  from  the  Government  Finance  Officers  Association  and  tlie  Fed¬ 
eral  National  Mortgage  Assoc-iation. 

In  keeping  with  the  disclosure  provisions  of  the  Federal  Hanking  Agency 
.•\udit  Act.  ;h.f  report  contains  only  information  about  individual  bank 
holding  ciimpjuties  that  has  previously  bct*n  disclosed  to  the  public  by 
the  firms  or  by  federal  agencies. 

As  requested  by  the  .Subcommittee,  we  obtained  comments  on  our  draft 
report  from  inclu.stry  groups  as  well  as  federal  agencies.  The  draft  was 
given  to  them  for  comment  at  the  end  of  December  1980. 

The  Hoard  of  Governors  provided  .some  technical  suggestions  and  indi¬ 
cated  that  the  Ikiard’s  .staff  found  the  draft  to  be  .satisfactory.  (See  app. 
IX.)  In  additkm  to  some  technical  points,  the  comments  of  occ  and  srx' 
raised  several  issue's  that  are  discussed  in  our  letter.  Tl-  comments  of 
(K  ('  and  stx'.  along  with  our  views,  are  also  eentninc'd  in  appendixes  X 
and  XI,  res|X'ctively. 

We  als<»  retx'ived  written  comments  from  the  American  Hankers  As.s(Kia- 
tion,  A.s.s<xiation  of  Hank  Holding  Companies,  Hank  Capital  Markets 
Association.  Coalition  for  Regional  Banks,  and  the  Securities  Indtistry 
A.s.sociat  ion.  Tlie  principal  points  raise*d  in  those  comments  arc  discu.s.si*d 
in  the  letter.  The  ••omments.  along  with  our  views,  are  also  contained  in 
ap|H‘iuli\t's  XH  to  XVI.  The  National  Association  of  Securities  IX*alers, 
Inc.,  and  tlie  Ne*w  York  Stin  k  Kxchange  providixl  informal  comments 
that  reqninnl  n«»  changes  to  the  report. 

We  did  our  work  from  August  1989  through  .January  1990  using  gener¬ 
ally  accepted  g<»vernmcnt  auditing  standards. 
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Principal  Findings 


Market  Activities  of 
Section  20  Firms 


As  of  St’ptembt‘r  30,  198J).  13  of  the  21  bank  holding'  companies  with 
Section  20  subsidiaries  had  initiated  operations  involving  the  newly 
authtiriztHl  bank-ineligible  securities  activities.  Six  of  the  13  Section  2(» 
subsidiaiies  have  been  doing  bank-ineligible  activities  less  than  1  year 
It  is  therefore  too  early  to  assess  the  signiHcance  of  Se^^tion  20  firms’ 
bank-ineligible  securitit*s  activities.  However,  information  we  have 
obtaimxl  about  the  activities  of  the  firms,  the  risks  th»*se  activities  pre- 
•sent.  and  the  firewalls  adf>pted  to  safeguard  against  those  risks  does 
provide  insight  into  the  potential  market  impact  of  these  firms  and  the 
i.ssues  that  require  further  consideration. 


Between  the  second  and  third  quarters  of  1P89  the  volume  of  bank- 
ineligible  .securities  underwritten  by  Section  20  firms  increased  from 
$30.2  billion  to  $08.7  billion,  or  about  90  percent.  This  increaa*  was  due 
mainly  to  commercial  paper  underwriting  activities,  which  rcprescntwl 
about  98  percent  of  the  total  bank-ineligible  scairities  underwritten  by 
Section  20  firms  during  both  quarters. 

During  the  third  quarter  of  1989,  Section  20  firms  accounted  for  about 
1.9  percent  of  the  total  underwriting  volume  of  the  combined  markets 
for  municipal  revenue  bonds,  moi  igage-relatcd  securities,  and  asset- 
backed  securities.  Total  market  volume  data  for  ctanmercial  paf)C-r  are 
not  available,  and  therefore  commercial  paper  is  not  included  in  this  cal¬ 
culation  of  market  share.  In  the  individual  markets  for  municipal  reve¬ 
nue  bonds,  mortgage-backed  securities  and  asset-backed  securitie.s. 
Section  20  firm.s’  activities  represented  1.8,  1.9.  and  1.8  ix>rcent.  res^xH- 
tively.  of  the  total  volume  underwritten  ir.  these  markets  (see  fig.  IVM). 
Industry  analysts  said  .Section  20  firms  have  not  offered  substantial 
price  discounts  to  gain  market  share. 

Other  measures  also  indicate  the  market  pre.sence  of  Section  20  firms. 

As  of  .June  -30.  1989,  operating  Section  20  firms  had  about  $  1 .8  billion  in 
capital,  an  increase  of  ‘28  percent  over  the  amount  invi'sted  as  of  .March 
30,  1989.  'I'he  S1.8  billion  in  capital  invested  in  Si*ction  20  companies 
represc'Uted  about  4  pmeent  ol  the  capital  of  all  sexurities  firm.s  ri*gis- 
tered  with  the  .skc  at  that  time.  In  terms  of  capital,  0  of  the  Section  20 
firms  appear  to  rank  among  the  top  -50  securities  firms  in  the  countrv’.  In 
the  second  quarter  of  1989.  the  $1.5  billion  total  revenue  of  Section  20 
firms  (almost  all  of  which  is  from  bank-eligible  activities)  repri'sented 
about  7  percent  of  the  revenue  of  all  securities  firms  registered  with  str. 


Page  7 


UAO  (iOD-IMr-IS  Bank  Ponera 


B-XITioe 


Risks  Associated  With 
Section  20  and  Bank 
Holding  Company 
Activities 


Views  on  Impact  of  the 
,  Revenue  Limitations  and 
Firewalls  Differ 


Alth()U}!h  there  ait;  risks  asso'-iatcd  with  Section  20  company  underwrit¬ 
ing  and  dealing  'n  bank-ineligible  securities,  tht  se  activities  also  prov  ide 
bank  holding  <-ompanies  with  opportunities  to  diversify  their  activities 
and  thus  limit  their  risks  from  any  single  activity.  It  is  too  early  to  tell 
whether  Sertion  20  firms*  activities  and  placing  these  activities  in  a  non¬ 
bank  subsidiary  have  actually  affected  the  risk  levels  wrthin  their  hold¬ 
ing  companies. 

One  fa<  tor  tending  to  control  risks  associated  with  the  activities  of  Sec¬ 
tion  20  con^panics  is  the  way  that  the  Board  has  authorized  this  expan¬ 
sion  of  power.  The  Board  has  limited  the  scope  and  pace  of  development 
of  now  activities,  set  capital  requirements,  and  placed  limitations  and 
restrictions  (firewalls)  on  ties  between  a  Section  20  subsidiary  and  its 
affiliates,  particularly  bank  affiliates.  Also,  the  Board  endeavored  to 
prevent  an  expansion  of  powers  beyond  what  the  Federal  Reserve  and 
other  regulator)'  officials  could  effectively  oversee.  It  should  be  pointed 
out,  however,  that  bank  holding  company  officials  and  some  regulatory 
officials  have  said  tha;  the  regulatory  structure  may  hamper  the  ability 
of  the  holding  company  as  a  whole  to  manage  its  exposure  to  a  single 
customer  or  market  segment  and,  thus,  the  risks  that  may  result  from 
such  exjKisure. 


Banking  officials  said  that  the  initial  5-perct*nt  limitation  on  the  level  of 
rcc  cnue  that  could  be  generatcxl  from  Section  20  firnvf  bank-ineligible 
securities  activities  hampered  r.'^rmal  business  decision  processes.  When 
the  Board  raised  the  revenue  limit  to  10  pc’rcenl,  the  officials  said  that 
they  bi'lieved  Sextion  20  firms  gained  more  flexibility  to  decide  what 
activities  to  pui’siie  primarily  on  the  basis  of  busint'ss  factoi’s  rather 
than  the  revenue  limit.  However,  these  officials  anticipate  that  the 
higher  revenue  limit  will  cause  problems  in  developing  business  strate¬ 
gies  in  the  near  future  once  the  Section  20  firms  btxome  fully  active  in 
their  undei-writing  and  dealing  activities  and  have  started  reaching  the 
higher  revenue  limit  set  by  the  Board.  As  of  June  30,  1989,  the  ineligible 
revenues  generated  by  Section  20  firms  were  about  3  percent  of  gross 
revenues. 

Officials  of  regional  bank  holding  companies  .said  it  has  bevn  difficult 
for  many  regional  firms  to  generate  a  base  of  eligible  revenues  sufficient 
to  establish  Section  20  firms.  They  say  it  is  necx*ssary  to  transfer  into  a 
Section  20  subsidiary  .some  activities  that  may  not  fit  well  together  from 
a  business  jx'rspective  in  order  to  provide  a  large  enough  subsidiary  rev¬ 
enue  basi*  to  make  doing  ineligible  business  worthwhile. 
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Offic;ials  from  both  multinational  and  regional  bank  holding  companies 
said  other  firewall  requirements,  intended  to  insulate  bank  subsicfiaries 
and  their  customers  from  the  activities  of  Section  20  firms,  increased  the 
operating  costs  for  bank  holding  companies.  They  said  the  prohibition 
on  interlocking  directors,  officers,  and  employees  increases  cosh*  by 
duplicating  staff  functions  and  associated  support  systems  and  hampers 
the  ability  to  effectively  manage  risks  on  a  holding  company-wide  basis. 
Officials  from  regional  bank  holding  companies  were  also  concerned  that 
restrictions  on  cross-marketing  reduced  the  benefits  that  Section  ?0 
companies  could  bring  to  the  holding  company  and  the  individual  and 
corporate  customers  of  its  bank  subsidiaries. 

Banking  officials  said  some  of  the  firewall  limits  on  financial  ties 
between  a  Section  20  subsidiary  and  its  banking  affiliates  prevent  bank 
holding  comparies  from  undertaking  certain  practices  that  would 
enhance  revenue  and  benefit  their  corporate  and  individual  custcniers. 
These  firewalls  prohibit  a  bank  affiliate  of  a  Section  20  subsidiary  from 
doing  such  things  as  clearing  bank-ineligible  securities — that  is.  process¬ 
ing  and  .settling  .securities  transactions,  for  the  Section  20  firms — guar¬ 
anteeing  commercial  paper  and  revenue  bonds  underwritten  by  the 
Section  20  firms,  or  actively  marketing  securities  underwritten  by  Sec¬ 
tion  20  firms  to  customers  of  the  bank.  They  said  eliminating  these 
firewalls  would  not  expose  the  banks  to  increased  risk  and  would  elimi¬ 
nate  tlie  need  for  banks  to  give  business  to  competing  firms. 

Securities  industry  officials  were  concerned  that  the  Board’s  revenue 
limitations  may  permit  •  imk  holding  companies  to  expand  rapidly  by 
acquiring  existing  securities  finn.s.  They  said  that  a  high  percentage  of 
the  revenue  of  many  securities  firms  is  derived  from  activitic*s  that  are 
permissible  for  bank  holding  companies. 

Securities  industry  officials  also  exprcsscKl  concerns  that  the  firewall 
rc'quirenients  are  not  .stringent  enough  to  insulate  bank  subsidiarkrs 
fully  from  the  activitic*s  of  Section  20  firms  or  to  prevent  Sc'ction  20 
firms  from  having  aect*ss  to  funds  at  a  lower  c-ost  than  would  be  a\  aila- 
ble  to  securities  firms.  They  said  that  a  bank  holding  company,  bccaiLse 
of  its  assiH  iation  with  the  federal  safety  net,  w’hich  includes  deposit 
insurance  and  I'Mider  of  last  re.sort  ii.ssi.stance  from  the  Federal  Reserve, 
can  generally  obtain  funds  at  a  lower  cost  compared  to  nonbank  organi¬ 
zations.  They  said  that  there  is  a  perception  in  the  market  lliat  during 
stressful  times  regulators  may  extend  the  federal  safety  net  to  nembank 
subsidiaries  within  a  holding  company  in  order  to  easure  the  viability  of 
bank  subsidiaries. 
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‘-'i  deral  Reserve  officials  said  the  Board  has  followed  a  conservative 
approach  in  authorizing  the  establishment  of  Section  20  companies  and 
that  to  date  the  firewalls  have  adequately  protected  federally  insured 
a<‘tivities  done  in  bank  holding  companies  that  have  established  Section 
20  companies.  They  said  that  separate  capitalization  and  other  firewall 
requirements  applicable  to  a  Section  20  firm  and  its  affiliates  have 
effectively  insulated  bank  subsidiaries  from  the  activities  of  a  Section 
20  firm. 


The  Board  granted  bank  holding  companies  powers  to  do  a  broader 
range  of  securities  a<'tivities  as  a  step  to  enhance  these  companies’  com- 
t>etitivenes.s  in  the  financial  services  market.  Board  officials  recognized 
that  some  firewalls — designed  to  protect  federally  insured  activities 
from  risks  associated  with  Section  20  company  activities — could  result 
in  higher  cost  to  ilie  holding  company  than  would  occur  without  the 
rosli  a  t  ions,  liic  officials  said  that  the  Board  plans  to  review  the  appro- 
pi  iatcucs.s  of  ti\e  firewall  requirements  and  noted  that  to  dale  the  Board 
lias  made  some  modifications.  For  example,  in  September  1989  the 
Board  modified  the  firewall  that  had  prohibited  a  Section  20  company 
from  underwriting  or  dealing  in  certain  bank-ineligible  mortgage-backed 
securities  i.ssucd  by  its  affiliates  by  allowing  such  traii-sactions. 

in  Xovember  1989,  the  Board  made  further  changes  to  the  firewalls.  In  a 
decision  currently  relevant  to  one  bank  holding  company,  the  Federal 
Reserve  jiennitted  the  Section  20  firm’s  bank  affiliates  or  parent  to 
extend  ( i  cxlit  to  cu.stomers  whose  debt  w’as  privately  plaod'  through 
the  Section  20  firm,  even  if  the  customer  u.scd  the  loan  to  repay  princi¬ 
pal  on  that  debt.  '  Such  extensions  of  credit  previously  were  not  autho¬ 
rized  by  the  Federal  Reserve.  The  Federal  Reserve  also  allowed  the 
parent  conipai  to  buy  up  to  half  of  any  debt  issue  privately  placed  by 
its  Se<  tion  20  .subsidiary. 


GAO  Observations 


Our  previously  cited  1988  report  on  i.ssues  rclatcHl  to  repeal  of  the  Glass- 
Steagall  Act  concluded  that  if  the  securities  powers  of  baiil-:s  were  to  be 
exjianded  (whether  by  an  act  of  Congress  or  by  regulation),  a  phased 
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approach  should  be  used.'-  A  phased  af^roach  is  one  in  which  authorica- 
tion  of  new  securities  activities  by  banking  organizations  is  done  incre~ 
mentally  as  needed  changes  to  regulation  and  oversigl.c  are  put  in  place. 
The  actions  taken  by  the  Federal  Reserve  in  allowing  limited  cxpanscM 
of  securities  activities  in  Section  20  companies  have  been  gienerally  coai- 
sistent  with  the  approach  wc  suggested.  This  contrasts  sharply  with  Uk 
experience  in  the  thrift  industry,  where  many  firms  expanded  rapidly 
into  new  activities  and  federal  and  state  regulators  did  not  exercise  ade¬ 
quate  supervision. 

We  cannot  yet  tell  how  the  market  will  judge  Section  20  films.  We  do  not 
know  if  they  will  prove  to  be  profitable,  if  bank  holding  companies  wiH 
cixKMsc  to  U.SC  them  as  veliiclcs  for  substantial  expansion  of  their  sccun- 
ties  activities  (perhaps  by  acquiring  existing  securities  firms),  or  if  they 
will  prove  to  be  a  reasonably  satisfactory  long-r  :i  solution  to  bank 
powers  fc««Hes  involving  set-iirities  markets. 

Some  ft'aturos  of  the  Section  20  arrangement  (such  as  use  of  a  separate 
sir-rc^iilattHl  .subsidiary  and  regulation  of  the  entire  holding  company 
by  the  Ft-deral  Reserve)  arc,  in  our  view,  essentia],  at  least  in  the  near 
t('rm,  in  permitting  the  affiliation  of  the  banking  and  securities  busi¬ 
nesses.  However,  there  are  also  matters  that  suggest  the  need  for  fur¬ 
ther  review  of  how  best  to  structure  securities  activities  within  a 
banking  orgunizatiun.  For  example,  in  order  to  comply  with  revenue  Im¬ 
itations.  banking  organizations  that  want  to  underwrite  and  deal  in  c-er- 
tain  .securities  may  have  to  engage  in  bank-eligible  activities,  such  as 
dealing  extensively  in  governmc  :  bonds,  not  otherwise  closely  related 
to  the  business  .strategy  of  the  firm. 

Our  work  suggests  that  banking  and  securities  regulators  and  Congress 
should  «-«»iieentrate  on  st*vcn  areas  in  considering  the  need  for  further 
changes  in  the  arrangements  for  Section  20  subsidiaries. 

1 .  International  perstx?ctive.  Section  20  airangcments  raise  several  qi»rs- 
tions  ab^nit  the  interrelationship  of  domestic  and  inteniational  aspects 
of  bank  holding  company  regulation.  U.S.  banking  organizations  operate 
in  eountries,  such  as  the  Federal  Republic  of  Germany.  Switzerland,  arid 
the  t  nitrd  Kingdom,  that  do  not  observe  the  same  separation  of  banking 
and  securities  activities  as  is  mandated  in  the  Fnited  Stales.  In  these 
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countries,  subsidiaries  of  U.S.  banks,  as  well  as  U.S.  bank  holdinftcoM' 
pany  subsidiaries,  con  engage  in  securities  operations  (such  us  under¬ 
writing  and  dealing  in  corporate  debt)  as  well  as  traditional  banking 
activities  within  the  limits  set  by  the  Federal  Reserve  and  host  country 
regulators.  There  is  no  organizational  separation  enforced  for  these 
activities.  Allowing  U.S.  banks  operating  overseas  to  combine  bankini; 
and  securities  activities  in  this  manner  allows  them  to  be  competitive  m 
those  markets.  However,  it  also  raises  the  questuxi  of  exactly  what  it  is 
that  makes  similar  arrangements  inappropriate  in  the  U.S.  market  I'lie 
question  is  particularly  relevant  because  applying  Section  30  firewaOs 
only  to  domestic  operations  would  seem  to  provide  an  incentive  for  I'JS. 
banking  oiganizations  to  focus  mwe  on  foreign  markets.  Therefore,  it 
would  be  useful  to  know  more  about  how  the  activities  of  Section  20 
.subsidiaries  fit  into  the  worldwide  operations  of  a  large  banking 
organization. 

It  is  also  possible  that  firewalls  intended  to  protect  domestic  banks  could 
eventually  make  it  easier  for  foreign  banking  organizations  than  domes¬ 
tic  ones  to  undertake  a  full  range  of  securities  activities  in  the  U5.  mar¬ 
ket  and  perhaps  in  overseas  markets  as  well.  For  example,  several 
foreign  banks  applying  to  set  up  Section  20  companies  asked  the  Federal 
Reserv  e  to  waive  certain  firewalls  for  them  on  the  grounds  that  forcigja 
banks  were  not  connected  to  the  U.S.  deposit  insurance  system  and 
hence  the  firewalls  were  not  needed.  In  its  January  1990  Order  authoriz¬ 
ing  three  foreign  banks  to  establish  Section  20  subsidiaries,  the  Board 
tried,  to  the  extent  possible,  to  apply  the  firewalls  to  the  foreign-owned 
Section  20  subsidiaries.  However,  the  firewalls  do  not  all  apply  tothes^ 
finns  in  exactly  the  same  way  because  foreign  banks  genenUly  are  not 
organized  under  the  same  type  of  holding  company  structure  that  is 
common  in  the  United  States,  and  there  are  limits  to  the  restrictions  ttvat 
the  Hoard  can  impose  on  foreign  banks  and  their  subsidiaries.  To  an 
unknown  extent,  therefore,  foreign  banking  organizations  may  have 
greater  flexibility  than  do  domestic  ones  in  coordinating  the  activities  of 
their  Section  20  firms  with  activities  outside  of  the  United  States. 

2.  Organizational  struc  ture.  One  reason  advanced  for  allowing  Section 
20  companies  to  engage  in  securities  activities  is  the  intention  to 
strengthen  banking  organizations.  However,  it  is  not  clear  exactly 
whether  or  how  the  Section  20  firm  will  strengt:  .i  insured  depository 
institutions  that  are  part  of  the  holding  company.  To  the  extent  thsU 
profitable  activities  are  moved  out  of  the  bank  to  provide  a  base  of  eligi¬ 
ble  revenue  for  the  Section  20  subsidiary,  it  follows  logically  that  the 
bank  it.self  becomes  smaller,  less  diversified,  and  perhaps  less  proTitaMr. 
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Also,  if  Section  20  companies  prove  to  be  profitable,  funds  sent  to  the 
holdinti  company  parent  may  not  be  available  to  a  Dank  subsidiary*  if  the* 
(Kirent  decid^  not  to  so  invest  them. 

TIte  relationship  of  a  Section  20  company  to  irtsured  bank  affiliates  is 
particularly  important  if  the  bank  gets  in  trouble  and  is  in  danj^er  of 
failing.  The  Federal  Reserve  has  a  sourt“e  of  strength  policy,  im-orpo- 
rated  in  its  Regulation  Y.  that  a  bank  holding  company  shall  serve  as  a 
source  of  financial  and  managerial  strength  to  its  subsidiary  banks. 
However,  tlie  exact  conditions  under  which  a  bank  holding  company  cam 
be  reciuired  to  use  nonbanking  assets  to  .sufiport  bank  subsidiaries  have 
ru>t  been  set  out  in  detail.'  Clarification  of  the  operational  basis  of  this 
.source*  of  strength  policy  would  h**lp  in  providing  a  clearer  perspective 
on  how  the  fin'walls  and  source  of  strength  policy  work  togetlier  in 
strengthening  banks  affiliated  with  a  Section  20  firm. 

In  comm<*nting  on  the  draft  of  our  report,  occ  said  that  we  appeared  to 
eiwlunse  the  Federal  Reserve’s  view  that  ineligible  securities  activities 
should  take  place  only  within  a  sectrrities  subsidiary  of  a  bank  holding 
company.  A  similar  comment  wjis  made  by  t  he  Assoeiat  ion  of  Bank 
Holding  Companies.  (KC  said  it  believes  that  alternative  ai  rangemcnts. 
such  as  securities  underwriting  in  direct  subsidiaries  «»f  federally 
itvsurcHl  banks,  should  be  considered.  In  addition,  the  Coalition  for 
Regional  FUuiks  said  in  its  comments  that  l'.S.  banks  should  be  permittei2 
to  estaidish  and  fund  Section  20  subsidiaries  jiust  as  the  Federal  Reserve- 
has  permitted  foreign  b;mks  to  do.  Th(‘  Coalition  also  said  that  t'nir's 
regulations  permit  insured  .state  nonmember  banks  to  establish  subsidi¬ 
aries  to  engage  in  underwriting  and  dealing  activities,  and  such  activi- 
ti«'s  should  not  become  impermissible  simply  because  the  bank  Is  owncrJ 
by  a  bank  holding  company. 

.\s  .stated  earlier,  wc  believe  there  are  Ix'nefits  a.ssociated  with  using 
bank  holding  company  subsidiaries  as  the  way  to  expand  the  securities 
fninvers  of  banks,  at  lea.st  in  the  near  term.  .-Mthough  wc  have  not 
endor  sed  any  particular  view  of  how  securities  activities  and  banking 
mu.st  Ih*  organized  within  a  banking  oi’ganization  in  the  long  nui,  we 
b**lieve  certain  features  that  are  provided  firr  in  the  present  arrangi*- 
niont  shotrld  be  pt  esor\  <.*d.  These  featirres  arc  ( 1 )  .separate  corporate 
i<k*nttty  for  the  firm  engaging  in  the  ineligible  activities;  (2)  regulation 
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of  the  banking  and  securities  afniiatcs  by  a  federal  bank  regulator  and 
the  SKC.  respectively;  and  (3)  regulation  by  the  Federal  Reserve  of  the 
financial  holding  company  that  owns  the  bank  and  securities  affiliates. 

If  Section  20  firms  were  subsidiaries  of  a  t  nk  rather  than  a  bank  hold¬ 
ing  company,  the  problem  mentioned  earlier  of  how  to  have  insured 
banks  benefit  financially  from  the  activities  of  Section  20  firme'  would 
be  solved.  (As  a  bank  subsidiary,  all  of  the  Section  20  firm’s  profits  would 
then  pass  directly  to  the  bank  and  the  value  of  the  securities  finu  would 
be  consolidated  with  the  assets  of  the  bank  were  the  bank  to  fafl.)  But 
there  are  also  other  considerations  to  weigh.  It  is  by  no  means  certain 
that  all  Section  20  firms  will  make  money.  (In  1989,  some  msOor  securi¬ 
ties  firms  lost  money.)  If  the  Section  20  is  a  bank  subsidiary,  los.ses 
in  that  subsidiary  would  also  pass  immet*  4tely  to  the  bank  and  reduce 
its  capital.  Furthermore,  as  a  bank  subsidiary,  a  Section  20  company 
would  be  more  directly  linked  to  the  federal  safety  net  provided  by 
deposit  insurance  and  Federal  Reserve  discount  loans.  Extension  of  the 
federal  safety  net  in  this  way  may  convey  unwairanted  competitive 
advantages  to  firms  associated  with  banks,  and  it  may  make  market 
participants  less  concerned  about  the  riskiness  of  final k  al  ventures 
funded  through  Section  20  firms. 

3.  Purpo.se  of  firewalls  and  other  limitations.  In  evaluating  whether  Sec¬ 
tion  20  company  arrangements  represent  an  appropriate  way  to  struc¬ 
ture  links  between  the  banking  and  securities  industries,  it  is  important 
that  the  purpose  served  by  each  of  the  limitations  on  the  powers  of  Sec- 
ti«)n  20  companies  and  each  of  the  firewalls  be  as  clear  as  possible. 

The  problems  involved  in  pinpointing  the  reasons  for  special  provisions 
can  be  illustrated  by  the  firewall  that  prohibits  a  bank  from  issuing  a 
letter  of  credit  to  support  commercial  paper  underwritten  by  its  Section 
20  affiliate.  Looking  at  this  firewall  from  a  risk  point  of  view,  if  the 
guarantee  is  priced  correctly,  the  bank  would  be  no  more  exposed  to  risk 
by  the  guarantee  than  if  the  bank  simply  made  a  loan  to  the  company 
for  the  full  amount  of  the  securities  underwritten.  The  question  of  risk 
in  this  case,  therefore,  is  one  of  whether,  in  the  absence  of  the  firew'all, 
bank  officials  can  be  trusted  to  make  reasonable  pricing  dexisions.  FckI- 
eral  Reserve  officials  say  that  the  desire  to  obtain  fee  income  may  lead 
the  bank  affiliate  to  be  less  than  objective  in  assessing  the  risks  involved 
when  pricing  the  letter  of  credit.  However,  the  bank  already  can  issue 
letters  of  credit  to  support  municipal  general  obligation  bonds  the  bank 
it.self  underwrites,  and  the  officials  of  the  bank  have  many  opportuni¬ 
ties  tc  take  risks  in  making  other  pricing  decisions. 


Page  14 


(iAO/maVMMS  Bu*  Pl>w<T» 


»£I7TM 


In  commenting  on  our  draft  report,  occ  said  that  the  report  generally 
approved  of  the  Federal  Reserve's  10  percent  revenue  limitation.  Along 
with  the  Association  of  Bank  Holding  Companies  and  the  Co  >n  for 
Regional  Banks,  occ  also  pointed  out  tliat  the  “engaged  prirv  -  “  laiH 
guage  of  the  Glass-Steagall  Act  is  subject  to  different  interprt  ,ons. 
occ  said  that  a  revenue  limit  of  greater  than  10  percent  would  be  legally 
permissible  and  that  it  is  inapprt^riate  to  set  a  deflnitive  level  of  gross 
revenues  as  the  “engaged  principally”  standard  for  all  cases.  In  addi¬ 
tion.  the  Coalition  for  Regional  Banks  said  that  a  revenue  limit  of  25  to 
49  percent  of  gross  revenues  would  be  more  realistic,  occ  suggested  that 
alternative  measures  other  than  limitiitg  gross  revenues  should  be 
explored  for  defining  “engaged  principally.”  The  Association  of  Bank 
lloldi;  g  Companies  and  the  Coalition  for  Regional  Banks  suggested  that 
the  gross  revenue  limit  could  be  applied  on  the  basis  of  the  consolidated 
revenues  of  the  bank  holding  company. 

Our  report  agrees  with  the  Board's  policy  of  using  the  revenue  limit  to 
phase  in  bank-ineligible  securities  activities,  but  we  do  not  have  a  posi¬ 
tion  on  the  percentage  of  revenue  that  ultimately  should  be  allowed 
under  the  act.  We  recognVe  that  in  the  long  run  there  may  be  ocher 
optknis  for  interpreting  the  "engaged  principally"  clause  under  the 
Glass-Steagall  Act  and  that  if  that  act  were  changed,  other  ways  of 
appropriately  phasing  in  or  limiting  the  securities  activities  of  bank 
holding  companies  could  be  devised. 

4.  Regulatory  burden  and  the  effectiveness  of  firewalls.  A  number  of 
bankiu  ,  officials  we  talked  to  commented  that  many  of  the  firewalls 
represent  what  can  be  termed  regulatory  "overkill."  They  said  that  the 
firewalls  weren’t  needed  because  enforcement  of  basic  banking  and 
securities  laws,  such  as  those  dealing  with  transactions  within  a  holding 
company  and  conflict  of  intere.st  situations,  provide  .sufficient  protection 
against  risks  or  abuses. 

In  seeking  to  determine  the  best  way  to  structure  links  between  the 
banking  and  securities  indu.stries,  we  think  it  would  be  useful  for  bank¬ 
ing  and  .securities  regulators  to  examine  individual  firewalls  from  the 
pc'rspective  of  their  cost  and  what  they  add  to  the  general  regulatory 
structure  already  in  place.  However,  the  examination  must  inchide  real¬ 
istic  assessments  of  the  new  demands  associated  with  expanding  the 
securities  powers  of  banking  organizations,  the  capabilities  of  federal 
and  state  regulators  to  detect  and  deter  abuses,  and  the  adequacy  of 
penalties  for  violations. 
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An  illustration  of  what  such  an  examination  must  include  can  be  seen  ■■ 
efforts  to  prevent  conflict  of  interest  abuses  by  institutions^*  and  insider 
abuses  by  employees  of  banking  organizations.  In  an  earlier  report  we 
said  that  while  instances  of  abuse  may  occur,  institutional  abuses  of 
conflicts  of  interest  were  not  signiflcant,  wide^read  problems  in  the 
banking  industry.”  However,  we  also  pointed  out  that  expanding  the 
securities  powers  of  banking  organizations  could  increase  the  potential 
for  conflict  of  interest  situations.  We  therefore  cmduded  that  given  the 
harm  that  could  result  to  consumers  and  ultimately  to  the  banking  sys¬ 
tem  from  abuses,  the  potential  for  abus .  warrants  dose  attention  if 
banking  institutions  were  granted  expanded  securities  powers.  There 
have  been  instances  in  which  banking  organizations  that  got  into  trouble 
have  not  followed  general  regulatory  restrictions  iittended  to  prevent 
conflict  of  interest  abuses.**'  In  a  similar  vein,  studies  have  also  shown 
the  incidence  of  insider  abuses  have  existed  in  over  SO  percent  of  the 
bank  failures."  Opportunities  for  insider  abuse  could  also  be  expected  to 
increase  as  the  securities  powers  of  banking  organizations  are 
expanded.'- 


"  A  '  <>t'  intrn'ift  aMnirs  wlirn  a  person  or  busiims  serving  more  than  one  intemt  ran  potvii- 

lially  bei>  fit  by  favoring  orn’intemt  at  tlie  expense  of  the  others.  ConllicI  of  interest  situations, 
whn  h  van  ixiiir  in  the  normal  viiursr  of  business  operation.s,  are  neither  inheFcnUy  wrong  nor  iMses- 
.sarily  illegal.  However,  a  vonflkt  of  mterest  situation  represents  an  opportunity  for  abuse. 

For  example,  the  parent  within  a  bank  holding  company  may  favor,  especiaily  during  tiaacs  of  stresiv 
an  affiliate  in  whieh  it  has  more  invested  relative  to  investments  in  otl^  affiliates.  Iii  such  a  conflK-t 
situation,  managers  could,  for  example,  make  imprudent  or  unsound  loam  to  an  afriliate.  traasfer  bad 
as.set.s  from  the  affiliate  to  tlir  bank,  vr  require  the  bank  to  putehase  service  from  the  affiliate  at 
inflated  prices. 

Conflid  of  interest  situaticHis  also  exist  within  a  securities  firm.  Abuses  can  occur,  for  exampk.  when 
a  Finn  buys  or  sc-lls  seoiritks  or  pnivides  investment  advice  to  customers  for  the  purpose  of  assisting 
its  own  tnuling.  markelmaking.  or  underwriting  activities  rather  tlian  serving  the  customcTs'  best 
interests. 

''Hanking:  ronflk-t  of  Intenst  Abuses  in  rommereial  Banking  Institutions.  <GAO/GGD-8U^5.  .Ian, 
liWH). 

'"For  exampk.  in  the  mkl  IfITOs.  severe  pntbkins  developed  in  the  mortgage  banking  affiliate  of  the 
llamilKm  Natkmal  Hank,  which  specializnl  in  real  estate  dcve'iopinent  knns.  The  affiliate's  operations- 
were  funded  Ihnaigh  bank  lines  of  iTcdit  and  the  sale  of  holding  company  cominereial  paper.  When 
the  pan'nl  Isilding  csnnpany  was  unable  to  roll  over  its  ciiinincn.-ial  paper,  it  forced  Ilamillon  National 
Hank  to  buy  a  large  ansaint  of  low-qiaUty  mortgages  from  the  severely  distressed  mortgage  banking 
affiliate  of  llwhokling  company.  Tliesr  purchases  farexceeded  the  amount  permitted  by  law  (Scot it « 
£IA  of  the  Ftskral  Keserve  Act )  and  nrstilted  in  the  subsequent  failure  of  the  bank. 

' '  Banking;  rtHtflict  of  Interest  Abuses  in  Commereial  Banking  Institutions  (GA0/GGD-8Sk3.‘i,  .Ian. 
108!)).  pp.2;l-i'*.l 

'  -'ll  shiHild  lx*  laiinl.  however,  that  thi>  fact  that  opportunities  for  inskkr  abu.se  may  incTt-ase  does 
not  mean  that  more  insiantes  of  abuse  will  iutually  occur.  Factors  such  as  good  internal  eucitnils  can 
limit  the  ixnirn-nte  of  actual  abuses. 
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In  commenting  on  our  draft  report,  ooc  said  that  the  draft  seemed  to 
endorse  the  Fedn^al  Reserve’s  system  of  firewalb  and  that  we  did  not 
consider  the  safeguards,  such  as  custonwr  protection  rules  administered 
by  SEC,  or  other  regulatory  and  market  safeguards  that  might  show  that 
firewadls  are  uiuiecessary  and/or  ineffective.  In  addition,  banking 
groups  felt  we  did  not  give  sufficient  emphasis  to  the  buntens  that 
firewalls  and  other  restrictions  imposed  on  weli-run  institutions.  They 
also  said  we  did  not  give  sufficient  emphasis  to  the  reduced  benefits  for 
corporate  and  individual  customers  that  result  from  the  firewalls. 

We  have  not  endorsed  the  Federal  Reserve's  entiie  system  of  firewalls 
as  an  essential  part  of  expanded  securities  of  bank  holding  companies. 
However,  we  think  a  cautious  approach  to  expanding  powers  is  war¬ 
ranted.  Protecting  against  problem  situations,  which  experience  has 
shown  are  sure  to  occur,  is  precisely  a  miOor  purpose  of  financial  mar¬ 
ket  regulation.  The  firewalls  and  other  restrictions  provide  regulators 
another  set  of  tools  for  dealing  with  the  types  of  pr^lems  that  can  arise 
when  banking  organizations  expand  their  securities  operations.  These 
special  provisioas  limit  the  scale  of  new  activities  and  establish  meas¬ 
ures  that  ivgulators  can  enforce  relatively  easily.  Of  course,  it  remains 
to  be  seen  how  effective  the  provisions  will  be.  When  bank  holding  com¬ 
panies  can  demonstrate  adequate  capital,  effective  internal  controls,  and 
ability  to  manage  new  powers  in  a  responsible  ma:  icr,  consideration 
can  be  given  to  reducing  regulatory  burden  by  leh'  ing  some  of  the 
firewalls  in  light  of  the  other  regulatory  controls  that  are  in  place  and 
provided  that  sufficient  regulatory  resources  are  available. 

In  commenting  on  a  draft  of  this  report,  the  Bank  Capital  Markets  A.sso- 
ciation  said  greater  emphasis '  ’lould  be  given  to  the  point  that  some 
firewalls  could  increase  risk  rather  than  reduce  risk.  One  example  the 
As.sociation  cited  was  the  absolute  prohibition  on  a  bank  making  loans  to 
its  Section  20  affiliate  if  the  affiliate  is  authorized  to  deal  in  corporate 
debt  and  equity.  The  Association  .said  that  this  prohibition  could  weaken 
the  overall  structure  of  the  banking  organization  during  a  liquidity  crisis 
sucli  as  we  experienced  in  October  1987. 

We  agree  with  the  A.ssociation’s  eonc-ern  in  the  example  cited.  In  our 
1988  report  on  issue's  related  to  repeal  of  the  Glas.s-Steagall  Act.  we  said 
that  to  preserve  the  traditional  liquidity  role  of  banks,  banks  should  be 
permitted  to  lend  to  their  securities  affiliates,  but  only  on  an  arm's- 
length  basis." 


'  'GAO  GGI>-88-37.  .lamiarj’  liWK.  ikii'csT  aiulS. 
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5.  Consumer  protection.  Clarification  is  needed  as  to  the  level  of  nrewaA 
protection  that  is  adequate  to  protect  retail  bank  customers  with  monrv 
to  save  or  invest.  Firewalls  prevent  banks  from  marketing  securities 
underwritten  by  Section  20  affiliates.  One  purpose  of  this  restriction  is 
to  keep  customers  from  being  confused  about  which  products  are 
insured  and  which  are  not.  However,  the  possibility  for  such  confusion 
already  exists  because  a  bank  can  sell  securities  products  to  its  custons- 
ers  from  a  bank-owned  discount  brokerage  subsidiary  under  conditions 
far  less  stringent  than  those  applied  to  Section  20  companies. 

In  commenting  on  a  draft  of  this  report,  the  Coalition  for  Regional  Baniss 
said  that  customer  confusion  may  he  avoided  by  appropriate  disclo¬ 
sures.  Wc  agree  that  disclosures  are  important,  but  they  may  not  in  all 
instances  be  sufHcient  to  protect  customers  of  insured  depository 
institutions. 

6.  Costs  and  competition.  The  cost  of  operating  a  Section  20  company 
compared  to  a  securities  firm  not  affiliated  with  a  bank  is  another  area 
that  dcserN’es  further  study.  Banking  officials  said  Section  20  companies 
operate  at  a  cost  disadvantage  due  to  capital  requirements  and  various 
fircwalLs.  Securities  irms  officials,  on  the  other  hand,  said  that  as.M)cia- 
tion  with  banks  gives  Section  20  firms  a  cost  advantage.  Further  investi¬ 
gation  of  this  issue  was  beyond  the  scope  of  this  report. 

7.  Reciprocal  treatment  of  securities  firms.  Another  issue  that  should  be- 
studi<xl  regarding  the  Section  20  arrangement  is  that  no  comparable 
opportunity  exists  for  domestic  securities  Hrms  to  expand  into  domestitr 
banking.  However,  determining  the  significance  of  Section  20  companies 
from  a  fairness  perspective  Ls  complicated  by  several  consideratioas. 

Under  Section  23B  of  the  Federal  Reserve  Act,  all  traivsactions  between 
liolding  company  affiliates  must  be  conducted  on  an  arm's-length  basts, 
so  that  a  bank  would  not  be  permitted  to  give  favorable  treatment  to  an 
affiliate  in  issuing  or  pricing  a  letter  of  credit.  If  effective,  this  provision 
would  reduce  a  bank's  potential  competitive  advantage,  although  banks, 
might  still  eiyoy  a  competitive  advantage  from  economies  associated 
with  being  able  to  combine  banking  and  securities  activities  in  a  single 
holding  compai  .  This  advantage  could  result  in  some  combination  of 
higher  profits  for  banking  organizations  and  lower  prices  for  consumers 

Another  complicating  factor  is  th."‘  sect  ities  firms  possess  other  advan¬ 
tages  over  Section  20  subsidiaries  and  their  bank  holding  companies.  For 
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example,  securities  firms  can  be  afniiated  with  activities  such  as  insur¬ 
ance.  which  cannot  generally  be  undertaken  within  bank  holdinft  compa¬ 
nies.  Also,  some  securities  firms  are  affiliated  with  so-called  nonhank 
banks  that  were  authorized  prior  to  the  Competitive  Equality  flanking 
Act  of  1987  (CEBA).'*  In  addition,  a  securities  firm  can  be  affiliatcxl 
with  an  overseas  bank,  which  may  provide  it  a  degree  of  flexibility  in 
relating  securities  and  banking  activities  in  both  domestic  and  foreign 
markets  that  is  not  available  to  banking  organizations.  Furthermore,  the 
parent  holding  companies  of  seairitics  firms  are  not  subject  to  the  same 
type  of  regulation  that  the  Federal  Reserve  impose^  on  bank  holding 
companie.s. 

In  commenting  on  the  draft  report,  sec  said  it  agreed  with  our  concern 
that  the  St'clion  20  arrangement  provides  no  comparable  opportunity 
for  securitU*s  firms  to  expand  into  banking  activities,  sec  said  that  con¬ 
sideration  should  be  given  to  amending  the  Bank  Holding  Company  Act 
to  permit  .securitic  firms  to  own  banks  without  subjecting  the  securities 
firms  and  their  fiolding  companies  to  the  full  regulatory  sy.stem  applica- 
bU?  to  banks  and  their  hok  ig  companies.  Various  arrangements  h>r 
a.ss(K-iating  banking  and  securities  activities  within  a  financial  liolding 
company  iK*ed  to  be  studied.  However,  we  also  believe  that  any  struc¬ 
ture  that  is  adopted  needs  to  include  appropriate  contnils  over  the 
entire  holding  cximpany  comparable  to  the  Federal  Reserve's  controls 
over  bank  holding  company  operations. 

In  commenting  on  the  draft  report,  the  Coalition  for  Regional  Ikuiks  and 
the  Hank  Capital  Markets  Association  both  said,  in  e.s.sence.  that  if 
safety  considerations  are  satisfied,  maintaining  compi'titive  i*qnality 
between  the  biuiking  and  securit  s  indiustries  was  not  an  important 
public  |x»licy  objective.  We  believe  that  competitive  equality  is  hard  to 
define  and  that  attempting  to  maintain  a  concept  of  competitive  equ;ility 
should  not  obliterate  the  importance  of  keeping  I'.S.  financial  markeis 
healthy.  However,  as  a  practical  matter,  fairness  issues  are  hanl  to 
ignore  when  changes  are  considered  that  affect  industries  as  higlily  reg- 
ulatci!  as  tlw'  banking  and  sieurities  industries. 


'  'Ni>iil)iinli  bank;.  \\w  onlilios  with  hiinkiir  biink-likiMhartiTslHit  ilid  mil  nni't  lU-  Ikiiik  llolilini; 
rornpaiiy  Ad's  ikTinitHin  of  a  hank  f:in  instil  iiI ion  that  both  haik  tkmtnii  «k'}k»s>ts  and  iTudih*  louf 
loans  I.  Nonbank  banks  \n*  tiwncd  by  firms  that  ihh  tiank  iMtldint*  ^trd 

wnv  tii4  siihjts't  provisions  of  iho  itank  iIoklm^('om(iany  Act.  CKfVA  rximinfisl  th»”<k*(iiiitJ>»n 

of  a  hank  to  iib'IikI**  n¥is(  insiitiiiMais  witli  FfMC  insnnunv  ainl  ibiis  jnit  an  (*n<t  uhIh*  abtlny  uf 
t-tinipaiMos  ti»  av<H<l  iIm*  provisions  4»r  tlu^  Ikuik  Uoklin^t'ornpany  .Vet  by  (’*4ablisl<in}i  ntints^nk  lianks 
(*KHA  als(»  ^randfailM*n*d  iitinbank  banks  Uit  plaivfl  n^naiti  r«*stnt1i«>nsoii  ibt'ir 

and  a<li\  ili<*s 
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As  ari*anged  with  the  Subcommittee,  we  are  providing  copies  of  this 
report  to  other  interested  Members  of  Congress,  appropriate  commit¬ 
tees,  executive  branch  agencies,  and  the  public. 

The  m^r  contributors  to  this  report  are  listed  in  appendix  XVII.  If  you 
have  any  questions  on  this  report,  please  call  me  on  275-8678. 


Sincerely  yours. 


Craig  A.  Simmons 
Director,  Fi  Hncial  Institutions 
and  Markets  Issues 
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Market  Share,  Pricing,  and  Benefits  to 
the  Public 


This  appendix  discusses  effects  on  market  share,  prices,  and  benefits  to 
the  public  of  Section  20  firms'  activity  in  the  markets  for  commercial 
paper,  municipal  revenue  bonds,  asset-backed  securities,  and  nnortgage- 
backed  securities.  Since  subsidiaries  only  began  operations  after  June 
1988,  trend  analyses  and  comprehensive  discussions  of  impact  are  diffi¬ 
cult  to  make. 


Market  Share 


To  the  extent  possible,  we  estimated  the  market  share  of  Section  20  sub¬ 
sidiaries  in  underwriting  bank-ineligible  securities  on  the  basis  of  data 
we  compiled  from  the  subsidiaries  themselves  and  estimates  of  total 
market  activity  compiled  by  industry  sources.  We  also  examined  other 
indicators  of  the  market  impact  of  Section  20  companies — relative 
shares  of  total  revenue  and  capital. 


Underwriting  Data 


We  obtained  market  activity  data  from  each  Section  20  subsidiary  that 
as  of  September  30, 1989,  ha  received  approval  from  the  Federal 
Reserve  to  do  business  in  any  of  the  four  categories  of  the  securities  we 
were  requested  to  examine.  Table  I.l  shows  the  relevant  total  uj’dv 
writing  activity  of  the  securities  industry  and,  wl  e  possible.  Section 
20  subsidiaries’  share  of  that  volume  in  these  secur"’  ies  for  the  third 
quarter  of  1989.  As  noted,  a  comparable  computatic for  market  share 
cannot  be  made  for  commercial  paper  based  on  infonnation  available. 


Table  1.1:  Market  Share  of  Section  TO 
Subsidiaries  for  Selected  Bank-Ineligible 
Securities  (Third  Quarter  1989) 


Wt'- 

BBASPBIW&R9 

Dollars  in  millions 

Total  mar’Aat 
volume 

Section  20 
volume 

Section  20 
market  shen;! 

Mortgage-backed  securities' 

$30.9174 

$600  0 

1,9«’ 

Municipal  revenue  bonds 

21,789  9 

385  6 

1  77 

Commercial  paper 

NA‘’ 

67,6599 

NA 

Consumer-related  rece'v-  ''les 

2,447  8 

450 

18-5 

^Section  20  firms  deal  only  in  obligations  that  are  secured  by  or  represent  an  interest  in  on-e  to  four 
family  lesidenhal  real  estate  and  are  rated  as  investment  quality  by  a  nationally  recognized  rating 
agency,  such  as  Moody's 

'  NA  Not  available  Quarterly  market  volume  data  lor  commercial  paper  are  not  compiled  by  industry 
sources  Data  are  available  for  the  total  amount  outstanding  for  a  given  pomt  m  time 
Sources  Investment  Dealer  s  Digest.  GAO  analysis 

In  the  third  quarter  of  1989,  Section  20  subsidiaries  underwrote  a  total 
of  $68,690..5  million  in  bank-ineligible  securities,  98.5  percent  of  which 
was  commercial  paper.  Of  the  13  Section  20  firms  doing  business  in 
bank-ineligible  securities  during  the  third  quarter  of  1989,  the  greatest 
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number  had  commenced  activities  in  the  municipal  revenue  bond  market 
(10)  and  the  commercial  paper  market  (7).  The  top  three  Hrms 
accounted  for  about  65  percent  of  the  total  amount  of  ineligible  securi¬ 
ties  underwritten  by  Section  20  firms. 

The  total  volume  of  underwriting  activity  in  bank-ineligible  securities  of 
Section  20  firms  grew  between  the  second  and  third  quarter  of  1969. 
Table  1.2  shows  that  between  the  second  and  third  quarters  of  1969,  the 
volume  of  bank-ineligible  securities  underwritten  increased  by  S32, 535.9 
million,  or  almost  90  percent  As  mentioned  above,  the  share  of  commer¬ 
cial  paper  was  approximately  98.5  percent  of  all  bank-ineligible  securi¬ 
ties  underw'ritten  by  active  Section  20  firms  (see  app.  IV).  The  high  rate 
of  increase  reflects  the  fact  that  firms  were  still  in  a  start-up  period  dur¬ 
ing  the  second  quarter. 

In  the  third  quarter  of  1989,  revenues  from  bank-ineligible  securities 
activities  accounted  for  about  1.8  percent  of  the  total  revenue  of  the 
Section  20  firms.  Under  the  10  percent  revenue  limitation,  the  revenue 
from  underwriting  and  dealing  in  bwk-!  leligible  securities  could  triple 
if  total  revenue  for  the  firms  stayed  constant. 


Table  1.2:  Volume  of  Bank-lneligibl^ 
Securities  Underwritten  by  Section|  20 
Firms  During  the  Second  and  Third 
Quarters  of  193f 


Dollars  in  millions 

Number  of  active  finm 

Increase 

2089  3Q89 

2089 

3*.  1 

Am  nt  Percent 

13  n 

$36,154.7 

S68,e9u.6 

$32,535.9  900 

Total  Revenue  of  Section 
20  Subsidiaries 


To  provide  additional  insight  into  the  marl  ;;  presence  of  Section  20 
firms,  we  examined  the  total  revenues  of  Section  20  firms  from  all 
sources  compared  to  total  revenues  of  all  securities  firms.  Total  reve¬ 
nues  include  revenues  generated  from  both  bank-eligible'  and  bank- 
ineligible  activities,  i.e.,  the  four  kinds  of  securities  we  examined  plus 
the  debt  securities  that  were  approved  in  January  1989  (see  app.  IV  for 
a  more  detailed  discussion  of  debt  securities).  Table  1.3  compares  the 
amount  of  revenues  generated  during  the  first  and  .second  quarters  of 
1989  by  Section  20  subsidiaries  to  the  total  revenue  during  the  same 


'Tlio  tiankH-'liiOhU’  trvcmira  iiu'ludr  bankK^ligible  artivitirs  that  were beinK draie  by  tlic  siibvidiurics 
prior  to  oimnH'iHlnK  bank-ineliKible  activities,  as  well  a-  ‘  iink^cliftiblc  activiix-i  that  may  luno  lava 
li'Hiisrorrod  rnan  bank  arfiliates. 
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poriods  for  all  securities  firms  registered  with  sec.  The  revenue  of  Sec¬ 
tion  20  rums  grew  from  5.2  percent  of  the  industry  total  in  the  first 
quarter  of  1989  to  7.2  percent  in  the  second  quarter  of  1^9. 


Table  1.3:  Share  of  Revenue  of  Section  20 
Firms 


Dollars  in  millions 


Section  20  subsKtianes 
Total  securities  industry 
Section  20  subsidianes'  share  of  totaT 


1QM 

$890 

17,147’ 

52 


_2CM9  _  Increase 

$1,461  _  J  64  2^ 

»T85  'J  '  _i^7  7 

’  7  2' 


Source  SEC.  GAO  analysis 


.Another  measure  of  the  relative  size  of  Section  20  companies  we 
examined  is  the  capital  invested  in  the  firms.  Table  1.4  shows  the  total 
amount  of  capital  (ownership  equity  plus  subordinated  debt,  i.e.,  debt 
with  claims  on  assets  ranked  below  other,  more  senior  debt)  for  all  of 
Section  20  subsidiaries  as  of  March  31, 1989,  and  June  30, 1989.  The 
table  al.so  shows  total  capital  for  all  securities  firms  registered  with  six’. 
.As  of  June  30,  1989,  there  was  a  total  of  $1,818  million  of  capital  in 
.‘Section  20  firms.  This  represented  3.7  percent  of  total  capital  in  tlie 
securities  industry.  The  share  of  industry  capital  in  Section  20  firms 
increased  in  the  second  quarter  because  the  capital  of  Section  20  firms 
increased  almost  27.5  pereent  while  the  total  for  the  industry  increa-ed 
about  3  percent. 


Table  1.4:  Comparison  of  Section  20  f 

Firms’  Capital  to  the  Total  Capital  of  the 

Dollars  in  millions 

f689~ 

2Q89 

Increase 

Securities  Industry 

Section  20  subsidiaries 

$M26 

$1  818 

27  b' 

Total  securities  industry 

47.699 

49  141 

30 

Section  20  subsidiary*  ;  share  of  loi.'>.l 

3  0 

37 

Source  SEC.  GAO  anai,  Itis 

Total  Capital  of  Section  20 
Subsidiaries 


The  capitalization  of  some  individual  Section  20  firms  placed  them 
among  .some  of  the  larger  .securities  firms  registered  with  sec.  When 
ranked  according  to  capital.  0  of  the  Section  20  firms  were  among  the 
top  .50  broker-dealei's  as  of  the  end  of  the  .second  quarter  of  198.9.  Threv 
of  thc'se  0  were  among  the  largest  25  broker-dealei's. 
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Outlook  Although  Section  20  Tirms  seem  to  have  the  potential  to  increase  their 

market  presence,  there  is  no  way  to  know  at  this  point  how  fast  this  will 
occur  or  whether  it  will  occur  at  all.  We  observed  that  factors  influenc¬ 
ing  the  growth  of  these  subsidiaries  indude  the  profitability  (success)  of 
the  firms,  regulatory  arrangements,  and  domestic  and  international  mar¬ 
ket  conditions. 

The  Federal  Reserve  has  some  impact  on  the  level  of  capital — and  hence 
market  penetration — available  to  Section  20  companies.  Under  the  Fed¬ 
eral  Reserve’s  firewalls,  bank  holding  companies  must  receive  ai^roval 
before  increasing  the  capital  the  parent  invests  in  their  Section  20  sub¬ 
sidiaries.  The  Federal  Reserve  must  also  approve  the  acquisition  of 
firms  that  might  be  merged  into  the  Section  20  subsidiary.  Thus,  these 
subsidiaries  cannot  grow  by  direct  investment  by  the  parent  or  by  acqui¬ 
sition  without  Federal  Reserve  approval.  The  firms  can,  however,  acai- 
mulate  retained  earnings  if  they  are  successful.  The  Board  also 
encourages  Section  20  firms  to  seek  capital  infusions  on  their  own  by 
issuing  debt  directly  to  outside  investors. 


Pricing 


Data  v  »re  difficult  to  obtain  con  >ming  the  impact  Section  20  subsidi¬ 
aries’  entry  into  the  securities  market  has  had  on  pricing.  Officials  from 
both  the  banking  and  the  securities  industries  said  that  profit  margins 
were  thin  in  most  areas  of  activity.  They  also  pointed  out  that  prices 
were  not  necessarily  good  indications  of  proBtability.  ’They  said  that 
while  Section  20  firms’  pricing  for  their  underwriting  activities  have 
generally  followed  industry  trends,  the  profitability  of  each  underwrit¬ 
ing  wi''  be  affected  by  the  terms  and  conditions  of  each  transaction. 
Securities  analysts  could  not  provide  us  with  evidence  of  price-cutting. 

One  official  from  a  Section  20  subsidiary  said  that  the  firm  did  not  want 
to  undercut  prices  and  that  it  had  little  economic  incentive  to  do  so. 
Because  of  the  10  percent  revenue  limit,  the  official  said  they  ha\  e  no 
incentive  t*)  build  market  share  by  reducing  prices  below  costs. 


Benefits 


This  section  discusses  the  benefits  to  the  public  of  Section  20  subsidi¬ 
aries.  In  theory,  Section  20  subsidiaries  may  benefit  aistomers  by  add¬ 
ing  comix*tition,  convenience,  and  liquidity  to  the  various  securities 
markets.  These  benefits  are  particularly  important  for  two  reasons. 
First,  the  securities  market  is  expanding  due  to  such  factors  as  techno¬ 
logical  changes  that  make  it  easier  for  many  firms  to  raise  money  by 
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issuing  securities.  Section  20  subsidiaries  provide  these  firms  with  addi¬ 
tional  sources  for  raising  money  from  cafrital  mariceCs.  Second,  certain 
segments  of  the  securities  markets  are  concentrated  relative  to  the  bank- 
eligible  segments  of  these  markets.  For  example,  the  t(H>  five  secmities 
firms  underwrote  approximately  93  percent  of  all  asset-backed  securi¬ 
ties  in  the  first  9  months  of  1969.  Concentration  may  also  be  present  iai 
the  market  for  mortgage-backed  securities  where  the  top  5  firms  under¬ 
wrote  60  percent  of  these  securities  during  the  first  9  months  of  1989. 
The  top  5  firms  underwrote  almost  S3  percent  of  the  municip^  revenue 
bonds  issued  during  the  first  9  months  of  1989,  while  the  top  5  finns 
underwrote  about  37  percent  of  the  municipal  general  obligation  bonds 
issued  during  the  same  period.  Additional  competition  may  lend  to  tower 
prices  and  may  also  lead  to  greater  innovation  and  better  service.  Bow- 
ever,  several  analysts  said  there  are  signiricant  economies  of  scale  in 
securities  underwriting,  and  therefore  it  was  difficult  to  say  whether 
Section  20  companies  will  make  much  of  a  difference  in  reducing  aorkcr 
concentration. 

Regional  banks  in  particular  S’  I  they  can  offer  better  service  to  cus¬ 
tomers,  especially  middle-sized  corporations,  that  would  not  usually 
enter  the  securities  market.  They  said  this  would  increase  the  sources  oC 
lower  cost  funds  to  these  firms  and  would  also  enhance  the  liquiefily  of 
the  market  due  to  increased  activity.  We  heard  conflicting  views  fpom 
analysts  about  how  significant  this  untapped  market  is. 

I 

Section  2U  subsidiaries  have  not  existed  long  enough  for  us  to  measure 
actual  ^nefits.  To  get  some  appreciation  of  the  actual  benefits  Section 
20  firms  have  brought  to  the  marketplace  thus  far,  we  talked  to  indus¬ 
try  specialists  in  some  of  the  markets  served  by  Section  20  firms.  They 
all  agreed  that  the  market  impact  of  bank-ineligible  securities  has  been 
minimal. 

Industry  specialists,  however,  differed  on  their  views  of  the  long-term 
effects  of  Section  20  subsidiaries,  depending  on  the  particular  product. 
One  underwriting  analyst  predicted  that  Section  20  subsidiaries  wffl  add 
to  the  overcapacity  already  fo  id  in  the  industry,  especially  in  find- 
income  securities  such  as  municipal  revenue  bonds.  He  forc>saw  a  drop  ia 
prices,  which  will  not  benefit  the  subsidiaries  since  margins  arc  already 
thin.  In  the  short  run,  issuers  of  securities  would  benefit.  lie  alsosug- 
gc*sted  that  in  order  for  seairities  firms  to  defend  them.selvea  against  tin 
competition,  they  will  need  a  bigger  capital  base.  According  to  theoffi- 
(  ial.  in  the  long  run  this  growth  in  capital  would  result  in  a  more  ooncen- 
t  rated  market,  with  only  the  largest  firms  surviving  becau.se  of  thdr 
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ability  to  raise  new  capital.  An  official  of  an  association  that  represents 
participants  in  the  municipal  revenue  bond  market  said  issuers  are 
becoming  more  sophisticateo  oT.'t  demanding  more  competitive  arrange- 
mcnL«.  They  are,  for  example,  soliciting  bids  for  traditionally  unsolicited 
negotiated  deals.  Addition^  competition  from  the  Section  20  subsidi¬ 
aries  will  adu  to  *his  trend,  which  he  believed  will  eventually  lead  to 
consolidation  among  revenue  bond  underwriting. 

To  date.  Section  20  firms  have  been  created  as  new  firms,  resulting  from 
reorganizations  within  the  holding  company,  ^ce  Section  20  firms  were 
newly  created  entities,  they  have  added  to  the  number  of  firais  in  the 
market  able  to  reach  more  potential  issuers  and  investors  in  the  market 
for  bank-ineligible  securities.  The  number  of  market  participants  will 
not  expand  if  hank  holding  companies  build  up  their  Section  20  compa¬ 
nies  by  acquiring  existing  securities  firms.  As  noted  in  appendix  III, 
some  securities  industry  representatives  believed  that  b^ks could  eas¬ 
ily  acquire  and  operate  existing  securities  firms  under  the  10  percent 
revenue  limit  imposed  by  the  Federal  Reserve. 

Officials  from  the  Section  ?0  subsidiaries  suggested  that  these  .subsidi¬ 
aries  offered  greater  convenience  and  innovations  to  clients.  For  exam¬ 
ple,  they  said  bank  holding  companies  can  more  closely  and  more 
quickly  meet  the  nejeds  of  the  customer,  especially  bu-sinesscs,  through 
“one-stop-shopping,”  that  is,  being  able  to  offer  a  variety  of  services  to 
meet  the  financing  peeds  of  their  customers  through  one  entity.  On  the 
other  hand,  banking  representatives  said  that  firewalls,  such  as  the 
inability  of  the  bank  to  market  the  products  of  an  affiliated  securities 
firm,  prevented  some  of  the  potential  benefits  of  one-stop-shopping 
from  being  realized.  A  spokesperson  for  the  securities  industry-  doubted 
tlio  validity  of  the  one-stop-shopping  concept.  The  representative  said 
that  historically,  institutional  aistomers  obtain  their  financial  services 
from  mine  than  one  institution.  They  want  to  diversify  their  portfolios 
and  .sources  of  financing  not  only  by  type  of  investment,  but  also  by 
suppliers  of  financial  services. 
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This  appendix  discusses  how  the  (^>erations  of  Section  20  subsuBaries 
have  affected  the  risk  leveb  of  bank  holding  ompanies.  It  also  cfiscusses 
differences  b  tween  risk  to  the  holding  company  and  risk  to  an  affili¬ 
ated  bank.  We  define  risk  as  the  probability  of  experiencing  significant 
financial  difficulty,  perhaps  sufficient  enough  to  cause  the  firm  to  fail. 


The  Nature  of  Risks  in 
Section  20  Firms 


Underwriting  and  dealing  in  securities  involves  market,  credit,  awd  busi¬ 
ness  risks.  Market  risk  is  the  situation  where  securities  purchased  by 
the  Section  20  firm  in  an  underwriting  or  dealing  capacity  fall  in  price 
due  to  changes  in  general  economic  conditions.  Possible  increases  in 
interest  rates  are  a  nu^r  source  of  ntarket  risk.  Credit  risk  represents 
the  situation  where  an  issuer  is  unable  to  pay  interest  and  principal 
according  to  the  terms  of  the  debt  offering.  Credit  risk  generally  applies 
only  to  the  time  that  a  Section  20  firm  owns  the  security,  in  order  to 
protect  its  reputation,  a  firm  may  fec'l  obligated  to  absorb  some  losses  in 
situation''-  involving  securities  initially  undei'written  by  the  firm,  if  those 
losses  occur  within  a  short  period  of  time  after  the  underwriting.  Busi¬ 
ness  risk  represents  the  inability  to  earn  a  profit  from  entering  a  new 
line  of  business.  For  example,  some  U.S.  banking  organizations  han-e 
scaled  back  their  securities  activities  in  overseas  markets  in  response  to 
losses  they  exTierienced  dije  to  high  costs  and  low  spread  margins. 

Although  there  are  risks  involved  in  underwriting  and  dealing  in  securi¬ 
ties,  these  risks  need  to  be^assessed  in  association  with  the  risks  of  other 
activities  of  bank  holding  companies.  Bank  holding  companies  ant* 
already  authorized  to  assume  many  risks  through  such  activities  a.s 
making  and  holding  commercial  loans,  trading  in  government  bonds,  and 
entering  into  forward  contracts  in  the  foreign  currency  markets. 


In  approving  broader  b<  k  holding  company  securities  powers  in  Sec¬ 
tion  20  holding  company  subsidiaries,  the  Federal  Reserve  Hoard  deter¬ 
mined  that  this  would  allow'  them  to  diversify  further  their  activities 
and  generate  new  sources  of  revenue  at  a  manageable  level  of  risk,  tluis 
strengthening  the  overall  banking  organization.  This  action  of  the  Board 
was  consistent  with  the  observation  financial  analysts  have  made  that, 
considered  in  isolation,  underwriting  securities  involves  less  risk  -I’an 
extending  and  holding  loaas.  For  example,  Robert  E.  Litan  wrote  in  a 
1987  Brookings  Institution  Study: 


"In  a  typical  securities  offering,  the  underwriter  bears  the  risk  of  loss  for  ooi'y  a  few 
days,  whereas  a  commercial  bank  bears  the  risk  of  a  loan  default  until  the  I  "  n  is 
due.  In  addition,  by  definition,  the  underwriter  deals  in  as.sets  that  arc  liqunH  ,.nd 
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readily  traded;  despite  the  progressive  securitiaation  of  commercial  bank  balance 
sheets,  most  bank  loans  remain  illiquid  because  they  are  specific  to  the  borrower.'" 

The  Section  20  companies  are  also  fully  six:-regulated  as  is  any  securities 
firm. 

The  financial  statements  of  the  nation’s  top  25  bank  holding  companies 
illustrate  the  scale  of  bank  holding  company  activities  that  can  generate 
risks.  The  combined  balance  sheet  assets  of  these  companies  as  of  June 
30,  1989,  was  $1.4  trillion.  Of  this  amount,  $216  billion,  or  about  15  per¬ 
cent  of  the  total,  was  in  commercial  and  industrial  loans  held  by  banking 
or  nonbanking  subsidiaries.  Another  $38  billion  (about  3  percent  ct 
assets)  was  held  in  trading  accounts.  Off-balance  sheet  commitments  as 
of  that  date  that  could  also  generate  risks  included  $2.2  trillion  in  com¬ 
mitments  to  purchase  foreign  currencies  and  U5.  dollars;  $1.1  trillion  in 
interest  rate  swaps;  over  $600  billion  in  futures,  forwards,  and  standby 
eo'itracts;-  and  about  $600  billion  in  various  loan  commitmc.its  and  let¬ 
ters  of  credit. 

The  fact  that  Section  20  firms  allow  bank  holding  compa:  .« the  oppor¬ 
tunity  to  reduce  risk  by  additional  diversification  does  not  mean  that 
the  companies  will  actually  use  the  new  powers  to  reduce  risk.  At  the 
pre.sent  time,  experience  does  not  allow  a  determination  on  whether  the 
new  activities,  either  individually  or  collectively,  have  actually 
increased  or  decreased  risk  to  the  holding  company.  For  example,  it  is 
not  possible  to  drav.'  conclusions  at 'this  time  about  how  profitable  the 
new  subsidiaries  will  be. 

f 

To  date,  a  number  of  the  Section  20  firms  have  been  examined  by  xasd 
and  the  Federal  Reserve.  We  have  been  advised  by  officials  of  these 
organizations  that  no  significant  uncorrected  problems  in  the  operations 
of  these  firms  have  been  detected.  Similarly,  officials  at  the  Federal 
Re.scrvc  System  cannot  point  to  any  known  instance  since  the  Section  20 
subsidiaries  have  commenced  bank-ineligible  activities  in  which  the 
activities  of  a  Section  20  subsidiary  have  adversely  affected  a  bank 
holding  company. 


’  HoU*n  M  I  What  Sh<MilU  Banks  On'.*.  Washin^ttm.  DC:  Tlie  Hniokings  [nstitutkm.  1987.  8H- 
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IntiTcsf  rate  swa|)s  are  traasactions  to  hi'df^e  against  or  displaiv  intt‘n*st  rate  risks. 
ronl  facts  art*  exciiangt*  trH(k*d  contraits  for  delayiH!  delivery  of  sociirities  tjr  money  market  iiastni* 
nieiits  ill  which  ilie  hiiyer  agrees  to  pnrvliast*  ax»d  t  lie  seller  agret's  to  deliver,  at  a  spu'^-irMfl  furain* 
datt*.  of  a  sfN'cified  insiniment  at  a  spei  iHed  prHt*  or  vield.  Standby  contract.s  are  o|HMmal  flHni'ry 
nmtracts 
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The  recent  thrift  industry  debacle  demonstrated  clearly  the  dangers 
asstK'iated  with  allowing  financial  institutions  to  engage  in  new  activi¬ 
ties  that,  if  not  well  managed  or  regulated,  can  destroy  the  financial 
health  of  the  firms.  Undercapitalized  thrifts  were  able  to  expand  rapidly 
into  new  activities  after  1982,  and  thrift  regulators  were  unprepared  to 
supervise  and  control  the  activities  of  many  problem  institutions. ' 

Federal  Rcsen  e  authorization  of  new  activities  for  Section  20  subsidi¬ 
aries  has  followed  a  different  set  of  policies  from  those  that  character¬ 
ized  the  thrift  industry.  The  Board  has  approved  Section  20  subsidiaries 
on  a  case-by-case  basis.  This  has  allowed  the  Federal  Reserve  Board  to 
as.sess  the  adequacy  of  each  holding  company’s  capital  and  managemenl 
systems  before  new  activities  could  be  undertaken.  Furthermore,  a 
number  of  specific  restrictions  (firewalls)  were  placed  on  the  firms  to 
limit  the  risk  to  the  holding  company  that  could  result  from  the  new 
activities.  These  included  the  following: 

•  The  subsidiary  must  be  separately  capitalized  such  that  the  capital 
meets  stx’  standards  and  indus'iy  norms  and  does  not  detract  from  the 
adequacy  of  the  capital  assoc  i  ted  with  holding  company  activities 
outside  of  the  Section  20  subsidiary.  The  financial  press,  such  as  the 
American  Banker,  had  reported  several  instances  in  which  holding  com¬ 
panies  had  to  increase  their  cxiuity  capita^  in  order  to  obtain  Federal 
Reserve  approval  to  expand  the  powers  of  a  securities  subsidiary. 

•  The  scale  of  new  activities  is  controlled  by  requiring  approval  of  all 
funds  invested  in  the  subsidiary  and  by  limiting  revenues  from  new 
activities  to  10  percent  of  the  revenues  of  the  subsidiary.  The  revenue 
limitation  means  that  90  percent  of  the  revenues  of  the  subsidiary  must 
come  from  activities  authorized  to  be  conducted  directly  by  a  national 
bank  or  a  state  member  bank.  The  re.su  It  of  thc'se  limitations  is  that  only 
a  small  tnirtion  of  the  revenue  of  the  Section  20  subsidiary  cam  be 
derived  from  heretofore  ineligible  activities,  and  only  a  small  portion  of 
the  holding  company’s  capital  is  at  risk  in  these  new  activities. 

•  Restrictioas  are  placed  on  the  internal  operations  of  the  holding  com¬ 
pany  to  limit  the  extent  to  which  the  bank  can  incur  risks  in  support  of 
affiliate  .Sivtion  '20  companies. 

These  restrictions  and  their  practical  effect  on  holding  company  opera¬ 
tions  are  disc.-  ,.sed  at  greatc‘r  length  in  appendix  III. 


Ii  '‘IbhjIiI  U*  #wphaMZ«Hl.  lK»\vt»v«*r.  that  by  int  mfunst-an  all  ol  thr  t>n>blcmsin  iheihnfT  inrtusiry  b»' 
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The  firewall  restrictions  imposed  by  the  Federal  Reserve  are  nut.  how¬ 
ever,  all  designed  simply  to  protect  the  safety  and  soundness  of  the 
bank.  Some  of  them  serve  other  purposes  as  well.  TTiese  other  purposes 
include  protecting  customers  against  conflict-of-interest  abuses  and  iso¬ 
lating  selected  securities  activities  from  the  federal  safety  net  for  banks, 
especially  deposit  insurance.  Competitive  considerations  associated  with 
having  banking  and  nonbanking  organizations  participating  in  securities 
markets  also  played  a  part  in  the  design  of  the  firewalls. 

The  firewalls  most  directly  related  to  protecting  the  safety  and  sound¬ 
ness  of  the  bank  are  those  concerned  with  bank  extensions  of  credit,  and 
purchases  of  assets  in  situations  that  involve  the  activities  of  Section  20 
companies.  It  should  be  noted  that  many  of  these  firewalls  do  not  apply 
to  the  overseas  activities  of  bank  holding  companies. 

It  is,  of  course,  too  early  to  say  whether  the  various  provisions  will 
work  as  intended  to  protect  the  holding  company  from  exces'  >  e  risks. 
However,  tiie  controlled  exi'  insion  of  St'ction  20  companies  lias  given 
the  Fe(?'*ral  Reserve  System,  as  regulator  of  the  holding  company,  tinric 
to  dev  .ip  exijertise  in  regulating  the  new  activities. 


In  a  1987  report  on  insulating  banks  from  potcntjal  downside  risks  of 
expanded  activities,  we  concluded  that  risks  to  the  bank  and  its  insured 
deposits  canni  .  be  completely  eliminated.*  We  pointed  out,  however, 
tliat  risks  to  the  bank  would  be  minimized  by  separating  the  noi-bank 
activities  legally,  economically,  and  in  the  p*'rception  of  the  market.  The 
specific  means  for  accomplishing  these  objectives  involved  such  things 
as  separation  of  boimds  of  directors  and  places  of  business;  restrictions 
on  fiow  of  funds  from  the  bank  to  the  affiliate;  and  controls  over  pricing 
of  services  to  affiliates,  marketing  arrangements,  and  eoi^porate  powers. 

The  l  eslrictions  placed  on  Section  20  companies  set*m  generally  to  cnin- 
form  to  the  conditions  that  we  found  would  be  necessary  for  insulation. 

To  date,  there  is  no  evidence  that  the  acti  ’itios  of  Section  20  companies 
have  adversely  affected  bank  affiliates.  It  chould  al.so  be  noted,  how¬ 
ever.  tliat  such  damage,  were  it  Vo  wcur.  would  be  most  likely  to  iKcur 
at  a  time  when  either  the  bank  or  the  Section  20  firm  was  under  grx-sit 
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financial  stress.  To  date,  none  of  the  Section  20  finns  have  operated 
und“r  these  conditions. 

As  f^r^'jussed  in  greater  length  In  appendix  III,  holdiiig  companies  believe 
that  the  Eloard's  limitations  on  the  revenues  a  Section  20  firm  can  gener¬ 
ate  from  bank-ineligible  securities  activities  can  force  them  to  make  bus¬ 
iness  decisions  based  strictly  on  regulatory  considerations.  For  example, 
the  revenue  limitation  requires  a  sufficient  level  of  revenues  from  bank- 
eligible  securities  activities  to  assure  that  a  Section  20  firm  does  not 
exceed  the  revenue  limitation.  Since  the  start-up  costs  for  securities 
activities  are  significant,  holding  companies  may  opt  to  transfer  bank- 
eligible  securities  activities  from  both  bank  and  nonbank  subsidiai'ies 
into  the  Section  20  sub  idiary.  Transfer  of  such  profitable  activities 
from  a  bank  could  negatively  affect  the  overall  performance  and  fman- 
cial  condition  of  the  bank.  It  would  also,  by  dermition,  make  the  bank 
smaller  and  kss  diversified.  Some  capital  may  also  be  moved  out  of  the 
bank  along  with  the  transfer  of  functions. 

b'lyleral  •serve  officials  acknowledge  that  the  indirect  effect  of  the  rev¬ 
enue  limitation  may  be  counter-productive  in  that  a  less  risky  activity 
may  be  transferred  from  a  bank  to  a  Section  20  suhsHUary.  However, 
these  officials  note  that  the  10  perc-ent  revenue  limitation  is  based  on 
legal,  rather  than  financial,  considerations.  The  Federal  Ifeserve  offi¬ 
cials  also  point  out  that  the  firewalls  are  based  on  the  concept  that  risks 
from  sccuritic's  activities  musi,  be  kept  separate  from  ant^  insulated  from 
tlie  bank.  They  said  that  loss's,  if  any,  from  securities  activities: 

•  should  not  enjoy  protection  of  deposit  insurance  or  other  aspects  of  the 
federal  .safety  net  for  depository  institutions;  and 

•  should  not  be  transmitted  to  a  bank’s  income  statement  because  volatil¬ 
ity  of  report  (Hi  earnings  may  cause  loss  of  ccr.lidence  in  a  bank. 

Tlicie  exi.sts  a  trade-off  between  potential  benefits  and  losses  relative  to 
the  bank.  The  outcome  of  this  trade-off  depends  on  whether  tlie  activi¬ 
ties  turn  out  to  be  profitable  or  only  some  securities  activities  are 
required  to  be  dene  outside  the  bank. 

If  Section  20  companies  are  profitable,  the  holding  company  is  strctigth- 
ened.  It  is  not  clear,  however,  how  this  necessarily  contributes  to 
strengthening  an  affiliated  bank.  Funds  sent  to  the  parent  by  the  Section 
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20  subsidiary  are  directly  available  to  an  affiliated  bank  only  if  the  par¬ 
ent  decides  to  reinvest  them  in  the  bank/’ 

The  Federal  Reserve  has  a  policy  incorporated  in  its  Regulation  Y  that  a 
holding  company  shall  serve  as  a  source  of  financial  and  managerial 
strength  for  its  banks.  However,  the  exact  conditions  under  which  the 
holding  company  can  be  required  to  use  nonbanking  assets  of  the  hold¬ 
ing  company  to  support  an  affiliated  bank  and  protect  the  deposit  insur¬ 
ance  fund  have  not  been  set  out  in  detail. 

Questions  can  also  be  raised  about  the  net  effects  of  some  of  the 
firewalls.  If  it  is  true  that  there  are  benefits  from  combining  banking 
and  securities  activities  within  one  banking  organization,  many  of  these 
benefits  would  likely  show  up  as  additional  profitable  bank  activities. 

By  restricting  the  ability  of  the  bank  to  participate  with  securities  affili¬ 
ates,  the  firewalls  may  make  it  harder  for  the  bank  to  benefit  from  the 
expanded  powers. 

In  addition,  some  banking  officials  have  suggested  that  the  management 
structure  required  to  comply  with  firewall  restrictions  may  make  it 
harder  to  control  ri.sk  exposure  on  a  holding  .  ^mpany-wide  basis.  This  is 
discussed  in  appendix  HI. 


'Paynirnus  |<>  the  p.irem  by  Ihe  S<^Min  2*)  MibsKliary  may,  however,  make  it  easier  for  Uic  parent  to 
Ic.ive  niort-  ban'  |>n>rits  in  llie  bank  In  addition,  the  parent  would  be  in  a  bett<?r  positam  to  irtk’et 
addiiKiiiiil  lapi  mti.  the  bank  to  comply  with  capital  requiren  ents  if  asked  to  cki  so  by  the  Kcilenil 
Keserve. 
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This  appendix  summarizes  the  comments  of  industry  ofnciab  and  regM* 
lators  about  the  practical  impact  of  special  regulatory  restrictions  the 
Federal  Reserve  Board  impo^  on  the  operations  of  Section  20  subsidi¬ 
aries.  These  restrictions,  often  called  Ftrewalls,  can  be  grouped  into  the 
four  following  categories: 

•  revenue  limitation; 

•  capital  adequacy  conditions; 

•  restrictions  and  prohitMtions  on  financial  ties  between  baiacs  and  Section 
20  afniiates;'  and 

•  prohibition  against  banks  sharing  employees  or  confidential  informa¬ 
tion,  or  engaging  in  marketing  activities  on  behalf  of  a  Sectkxi  20 
affiliate. 

Except  for  the  revenue  limitation,  the  firewalls  supplement  provisions  in 
federal  statutes  that  govern  the  relationships  between  banks  and  their 
affiliates  and  regulate  securities  activities. 

The  Board  has  actually  issued  two  sets  of  firewalls.  The  first  set  con¬ 
tained  in  the  1987  Onlcr,  appli'  to  Section  20  companies  that  have  be 
authorized  to  underwrite  and  d.  al  only  in  municipal  revenue  bonds, 
mortgage-related  securities,  consunicr-receivable-related  securities,  ared 
commercial  paper.  (This  act  is  contained  in  app.  VII.)  The  latter  set  of 
firevvills,  contained  in  the  1989  Order,  applies  to  Section  20  companies 
tliat  are  also  auttiorized  to  underwrite  debt  and  equity  securities.  (See 
app.  yill.) 

Our  judgments  about  the  practical  impact  of  the  firewalls  were  limited 
by  the  short  time  Section  20  subsidiaries  have  been  operating,  the  lack 
of  nonproprietary  information,  and  limited  time  available  to  complete 
this  assignment.  We  addressed  the  practical  effects  of  firewalls  by  inter¬ 
viewing  officials  in  the  regulatory  agencies  and  the  commercial  bankii^g 
and  investment  banking  indu.strics.  In  the  banking  industry,  wc  obtained 
the  views  of  officials  who  operate  Section  20  subsidiaries  and  those  who 
are  considering  doing  so.  We  included  representatives  of  both  multina¬ 
tional  and  regional  bunk  holding  companies  in  our  discussions. 

We  have  summarized  ll»e  general  comments  of  the  industr>-  officials  ;u»d 
regulators  as  well  as  .some  of  the  specific  comments  made  abiMit  eac  i> 
category  of  firewall  restrictions. 
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General  Comments 


In  general,  banking  officials  with  whom  we  spoke  said  that  the  process 
the  Board  used  in  approving  Section  20  subsidiary  activities  was  appro¬ 
priate.  They  said  that  the  Board’s  case-by-case  approval  process  and 
limits  on  the  scale  of  new  underwriting  and  dealing  activities  allowed 
the  Board  to  ensure  that  individual  companies  would  carry  out  the  new 
activities  gradually  and  cautiously,  while  also  maintaining  regulatory 
requirements.  While  the  banking  officials  with  whom  we  spoke  also  saw 
the  necessity  of  imposing  some  restrictions  in  order  to  protect  the  bank, 
its  depositors,  and  the  federal  safety  net,  some  officials  expressed  con¬ 
cern  that  the  Board  has  gone  too  far  in  attempting  to  provide  thtf  pro¬ 
tection.  They  said  the  firewalls  imnecessarily  raised  costs,  created 
management  problems,  and  made  it  harder  to  service  enstomers  com¬ 
petitively.  A  number  of  banking  representatives  believed  that  regula¬ 
tory  tools  available  to  bank  regulators,  sec,  and  the  Federal  Reserve 
could  suffici<mtly  protect  against  abuses  without  the  additional  costs 
incurred  with  the  firewall  provi-  Ions. 

Securities  industry  officials  with  whom  we  spoke  said  that  requiring 
bank  holding  companies  to  establish  a  separate  underwriting  subsidiary 
that  is  operationally  and  financially  independent  of  insured  bank  affili¬ 
ates  Is  the  most  appropriate  way  to  permit  bank  expansion  into  securi¬ 
ties  underwriting,  llow'ever,  these  officials  questioned  the  need  for 
allowing  bank  aiding  companies  to  underwrite  securities.  In  support  of 
this  view,  they  poii  cd  to  the  low  profitability  in  the  underwriting 
activities  that  have  been  authorize  and  the  generally  higher  profit  mar¬ 
gins  of  regional  and  smaller  banks  that  were  not  engaged  in  domestic  or 
overseas  securities  activities. 

I 

Some  securities  industry  officials  also  questioned  the  effectiveness  of 
some  of  the  firewalls  and  said  that  Section  20  companies  would  benefit 
from  special  federal  programs  for  banks  such  as  deposit  insurance.  The 
officials  also  said  that  existing  arrangements  would  allow  bank  holding 
companies  eventually  to  acquire  most  independent  broker-dealers. 


Comments  From 
Regulators 


In  its  1987  Ol  der,  the  Board  said  that  the  existing  regulatory  fraiuework 
for  banks,  bank  holding  companies,  and  securities  firms  has  not  yet  been 
proven  effective  in  protecting  against  potential  conflicts  of  interest. 
im.sound  banking  practices,  and  other  adverse  effects  associated  with 
commercial  bank  and  investment  bank  affiliation.  Accordingly,  in 
approving  expanded  activities  for  bank  holding  companies,  the  Board 
determined  that  the  existing  framework  should  be  supplemented  by  the 
additional  limitations  contained  in  the  firewalls.  The  Board  indicated. 
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however,  that  it  would  consider  modifying  some  of  the  nrewaOs  and 
other  restrictions. 

To  date,  tt^  Board  has  modifled  several  firewalls.  Federal  Reserve  offi¬ 
cials  recognized  that  the  firewalls  created  some  inefficiencies  and 
increased  the  operating  costs  for  bank  holding  companies.  However, 
they  believed  tlmt  the  potential  conflicts  of  interest  and  unfair  c.  'inpeci- 
tion  would  be  difficult  to  monitor  and  control  without  the  firewalls. 
Moreover,  they  believe  that  need  to  minimize  the  transfer  of  risk  to  fed¬ 
erally  insured  depositary  institutions  and  the  federal  safety  net  out¬ 
weigh  the  benefits  to  the  holding  company  of  efficient  operations  or 
lower  operating  costs. 


Revenue  Limitation 


The  Board’.s  1987  Order  concluded  that  engaging  in  bank-ineligible 
activities  wo  dd  not  violate  Section  20  of  the  Glass-Steagall  Act  if  the 
subsidiary  derived  only  5  percent  to  10  percent  of  its  gross  revenues 
from  underwriting  and  dealing  in  bank-ineligible  activities.  As  previ¬ 
ously  noted,  the  revenue  limitation,  originally  set  at  5  percent,  was 
raiscHl  to  10  percent  in  1989. 


Comments  From  Bank  revenue  limit  was  a  concern  among  all  the  bank  holding  company 

Company  Officials  officials  with  whonj  we  spoke.  Officials  in  multinational  bank  holding 

^  companies  said  the  10-percent  limit  has  allowed  them  more  flexibility 

than  did  the  .5-percent  limit.  They  reported  that  they  airrently  do  not 
have  signific-ant  difficidties  operating  within  the  10-percent  limit 
because  they  hav<*  proceeded  siowly.  However,  they  projected  that  the 
10-percent  limit  could  become  a  constraint  over  the  next  few  years 
because,  as  their  operations  continue  to  mature,  the  Section  20  firms 
will  probably  generate  ineligible  revenues  that  will  approach  the  current 
revenue  limit.  Regional  bank  holding  company  officials  said  that 
altliough  tlie  new  10  percent  revenue  limit  has  eased  entry  for  some 
regional  bank  holding  companies,  the  revenue  ’imit  continues  to  con¬ 
strain  their  operations  because  of  the  difficulty  in  transferring  bank- 
eligible  activities  into  the  Section  20  firm  sufficient  to  support  antici¬ 
pated  levels  of  bank-ineligible  activities. 

Both  multinational  and  regional  bank  holding  company  officials  shared 
tlie  concern  that  the  revenue  limit  forces  managers  to  make  decisions 
about  how  to  .structure  their  products  lines  and  services  primarily  on 
tlie  basis  of  the  amount  of  revenue  the  activity  would  generate.  This 
particularly  concerned  companies  that  were  not  primary  dealers  or  that 


Page  42 


GAO/GGD40-48  Bulk  Powers 


m 


‘3EBP1 


Appendix  III 

Impact  of  Brvenne  Lindt  tton  and  flwnalli 


Otherwise  did  not  trade  a  large  volume  of  government  securities.-  Offi¬ 
cials  commented  that  in  order  for  many  companies  not  involved  ia 
extensive  government  securities  trading  to  establish  a  Section  20  subsid¬ 
iary,  it  would  be  necessary  to  combine  some  operations  that  may  not  (it 
well  together  from  a  business  perspective. 

Some  officials  were  reluctant  to  consolidate  noidianking  operations  in 
the  Section  20  subsidiary.  While  these  activities  would  generate  efigible 
revenue,  the  officials  said  that  the  sac  net  capital  rule  and  the  firewall 
requiring  a  bank  holding  company  to  deduct  investments  in  the  Siection 
20  subsidiary  from  regulatory  capital  make  funding  these  operations 
more  expensive  than  if  the  activities  were  done  outside  the  subsufiary. 
This  appears  to  have  had  the  greatest  impact  on  regional  holding 
companies. 


Comments  From  Securities 
Industry  Officials 


One  securities  industry  official  commented  that  the  10  percent  revenue 
limit  effectively  permits  bank  holding  companies  to  rank  among  the  top 
inve.stment  bank  companies.  This  official  noted  that  the  entire  invest¬ 
ment  industry’s  underwriting  revenues  were  only  about  8  percent  of 
gross  revenues  in  the  first  half  of  1.989  and  .said  that  n  .st  of  the  other 
revenues  earned  by  the  investment  industry  were  derived  from  bank- 
eligible  activitic's.  Thereh  e,  tJie  ofHcial  suggested  that  a  bank  holding 
company  could  buy  an  e>  stit^  large  investment  bank  and  still  be  witltin 
the  10  percent  revenue  1’  it. 


While  not  disputing  the  point  that  banks  may  find  acquisition  of  an 
existing  securities  firm  an  attractive  expansion  route,  another  securities 
industry  official  noted  that  underwriting  securities  is  not  tlie  only  activ¬ 
ity  that  generates  bank-ineligible  revenues  for  securities  firms.  Few 
example,  the  official  said  underwriting  mutual  funds  and  insurance- 
related  products  and  secondary  market  trading  associated  with  bank- 
ineligible  securities  are  important  sources  of  bank-ineligible  revenues  to 
some  securities  firms. 


y. 


-'Hatik  hokiin):  ii>in|Kiny  itfrinals  liavc  said  tlial  Snti*  n  20  subsidiafies  tliat  art>  mil  primanr  doakTs 
find  it  diffmill  tii  Owraiv  siwat)li'  li-vels  <if  Higible  rwcniRH  In  iwasnn- against  im'ligibk*  nrvcniir& 
A  niindsT  of  l)ank  Inikting  i-omiiany  (irridals  have  eitnuitenhsl  to  tfie  K«UTal  Kt^stTve  that  it  js  difft- 
nill  ii.eiHi-r  Ihe  ov<T-fhi-s<Hiiii.T  I  '..S.  (<«vi'mnw'nl  stsatrities  market  Uraiise  marxiiLS  havcdnhmsL 
arwl  start  up  rosl.s  and  ovi'rli'';*  *  *•  significant. 


Page 


GAO/GGI>4(M8  Bai*  Puwts 


•jsam  IT'  m-  c  ^aumM 


Appradfal  111 

Impact  of  RevnMT  UmIuUim  aM 


Comments  From 
Regulators 


Federal  Reserve  officials  said  that  in  principle  the  Hrewalls  do  not  pro¬ 
hibit  a  bank  holding  company  from  acquiring  an  investment  banking 
firm.  However,  they  said  it  is  not  obvious  from  investment  banks' 
reports  of  income  what  portion  of  their  revenues  is  derived  from  bank- 
eligible  or  bank-ineligible  activities.  Accordingly,  they  have  no  way  of 
knowing  whether  a  bank  holding  company  could,  in  fact,  purchase  a 
diversified  broker-dealer  and  operate  within  the  firewall  requirements. 

The  officials  said  that  they  are  not  concerned  about  whether  the  10  per¬ 
cent  revenue  limit  allows  Section  20  subsidiaries  to  rank  among  the  larg¬ 
est  investment  bar.'  ing  firms.  They  said  that  the  market  should 
determine  the  size  of  the  firm.  In  addition,  the  officials  said  that  the 
Glass-Steagall  Act  does  n- :  specify  what  size  bank-affiliated  underwrrit- 
ing  subsidiaries  should  be,  as  long  as  they  are  not  “engaged  principally’* 
in  underwriting  and  dealing  in  bank-ineligible  securities.  At  the  present 
time,  they  .said,  the  revenue  limit,  rather  than  size,  is  the  appropriate 
measure  of  the  extent  to  which  a  firm  can  underwrite  bank-ineligible 
securities  without  being  “engaged  principally”  in  that  activity. 


Capital  Adequacy 
Conditions 


'I'he  firewalls  related  to  capital  require  Section  20  subsidiaries  and  their 
parent  bank  holding  companies  to  maintain  adequate  capital  at  all  time& 
The  firewalls  also  require  that  investments  in  a  Section  20  subsidiary  be- 
dcducted  from  the  parent  company|s  regulatory  capital  for  determining 
compliance  with  capital  adequacy  guidelines.  (See  app.  V.)  In  addition, 
the  1989  Order  requires  that  unsecured  extensions  of  credit  to  tlie  Sec¬ 
tion  20  subsidiary  by  the  parent  bank  holding  company  or  any  of  its 
nonbank  subsidiaries  also  be  deducted  from  the  parent  company’s  regu¬ 
latory  capital.  Together,  these  restrictions  are  intended  to  ensure  that  a 
bank  holding  company  maintains  a  strong  capital  position  to  support  its 
subsidiary  banks  and  that  the  resources  needed  for  that  support  would 
not  be  put  at  risk  to  fund  the  securities  activities  of  the  Section  20 
subsidiaiy. 


Comments  From  Bank 
Company  Officials 


Overa’il,  the  officials  with  whom  we  spoke  did  not  identify  significant 
prolilems  with  the  requirement  that  the  Section  20  subsidiary  be  ade¬ 
quately  capitalized  in  accordance  with  industry  norms.  However,  there 
was  no  coasensus  about  what  the  industry  norm  really  is  for  a  Section 
20  subsidiary.  Flrokcr-dealcrs  tend  to  have  capital  that  is  several  times 
greater  than  .side’s  net  capital  requirements.  The  officials  believed  that 
tile  market  determines  the  appropriate  level  of  capital  Oir  a  broker- 
dealer. 
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Regional  bank  holding  company  ofAcials  raised  concerns  about  deduct¬ 
ing  capital  investments  in  the  Section  20  subsidiary  from  the  regulatory 
capital  of  the  parent  bank  holding  company.  They  believed  that  the  mar¬ 
ket  for  new  capital  is  such  that  it  is  prohibitively  expensive  for  regional 
companies  to  raise  new  capital.  In  that  regard,  the  officials  said  the  capi¬ 
tal  requirement  would  be  met  primarily  by  moving  part  of  the  capital 
base  from  the  bank  subsidiary  to  the  Section  20  suteidiary.  They 
believed  these  transfers  could  potentially  weaken  the  bank  by  reducing 
its  capital  base  and  by  leaving  its  balance  sheet  less  diversified. 

Officials  of  some  multinational  bank  holding  companies  said  the  require¬ 
ment  that  unsecured  extensions  of  credit  between  the  parent  or  any  of 
its  rumbank  subsidiaries  and  the  Section  20  company  be  deducted  from 
the  parent  company's  capital  is  unnecessary  and  costly.  '  The  officials 
said  that  this  requirement  essentially  cuts  the  Section  20  subsidiary  off 
from  a  relatively  low  cost  of  funding — the  parent  company’s  access  to 
tlie  capital  markets — and  increased  the  subsidiary's  cost  of  raising 
funds  relative  to  its  competitors’  costs.  For  example,  in  order  for  a  par¬ 
ent  company  loan  to  a  Section  20  subsidiary  to  be  exempt  from  the 
deduction  from  the  parent’s  Regulatory  capital,  the  subsidiary  must  col¬ 
lateralize  the  loan  in  the  same  manner  and  to  the  .same  extent  that 
wouUl  bo  required  under  Section  23A  of  the  Federal  Reserve  Act.' 
Ik'cause  competitors  of  Section  20  subsidiaries  do  not  have  to  contend 
with  such  a  restriction,  and  can  therefore  raise  funds  through  their  par¬ 
ent  relatively  easily,  officials  believed  that  the  Sectio  20  subsidiar>’’s 
funding  costs  are  higher  than  those  of  their  competitors. 

S<ime  <»fficials  we  sjxike  with  said  that  the  firewalls  encourage  the  Sec¬ 
tion  20  subsidiary  to  raise  funds  by  borrowing  from  nonafOliated  com¬ 
panies.  Under  tins  alternative,  the  subsidiary  simply  borrows  funds 
fr<tm  unufniiated  banks  at  market  rates.  The  officials  said  that  they 
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would  prefer  to  pay  market  rutes  to  their  affiliates  for  funds  rather 
than  pay  these  rates  to  competitors. 


Comments  From  Securities 
Industry  Officials 


Securities  industry  officials  said  that  the  market  already  awards  bank 
holding  companies  a  lower  cost  of  funds  than  some  of  its  competitors 
that  have  higher  credit  ratings  because  of  the  implicit  extension  of  the 
federal  safety  net  from  the  bank  subsidiary  to  the  entire  holding  com¬ 
pany.  They  believed  that  Section  20  subsidiaries  should  not  be  allowed 
tu  obtain  funding  through  their  parent  bank  holding  companies,  because 
such  funding  would  jeopardhe  the  flnancial  resources  that  should  be 
available  for  the  bank  subsidiaries  and  would  give  Section  20  subsidi¬ 
aries  an  unfair  competitive  advantage  because  of  their  ability  to  obtain 
low  cost-funding. 


Comments  From 
Regulators 


In  the  Ikiard’s  1989  Order,  it  noUHl  that  in  view  of  the  amount  of  the 
investment  that  may  be  required  to  support  the  activities  of  Section  20 
firm.s,  it  was  important  to  ei  '.ire  that  the  holding  company  does  not 
impair  its  flnancial  resources  through  its  funding  of  a  Section  20  siibsidi- 
ary.  Under  the  Board's  source  of  strength  policy,  a  holding  company 
should  maintain  the  flnancial  flexibility  and  capital-raising  capacity  to 
obtain  additional  resources  for  assisting  its  subsitjiary  banks. 

The  Board  also  noted  that  these  requirements  w'ere  essential  because 
they  tend  to  ensure  that  the  Section  20  subsidiary  maintains  adequate 
levels  of  capital  to  support  its  (^’rations  on  a  stand-alone  basis.  The 
Board  believed  it  essential  to  limit  the  Section  20  subsidiary’s  ability  to 
draw  on  the  resources  of  the  parent  holding  company  to  help  ensure 
that  the  market  would  evaluate  the  financial  standing  of  the  Section  20 
subsidiary  on  the  basis  of  its  own  re.soiirces. 

In  both  the  1987  and  1989  Orders,  the  Board  ii  ted  that  with  respect  to 
investment  bank  officials’  claims,  no  evidence  showed  that  a  Section  20 
siibsidiat  would  by  reason  of  its  affiliation  with  federally  insured 
banks  neci-ssarily  have  access  to  lower  cost  funds  than  its  competitors 
that  were  not  affiliated  with  banks.  The  Board  indicated  that  rates  paid 
by  bank  holding  companies  on  their  commercial  paper  have  generally 
been  the  .s;une  as  tho.se  paid  by  corporations  of  similar  size  and  credit 
ratings.  Furtliermorc,  according  to  the  Orders,  a  corp<)ration’s  funding 
costs  are  a  function  of  a  variety  of  economic  factors,  including  size,  capi¬ 
tal.  aiifl  eaming.s.  The  Orders  also  noted  that  while  the  regulatory 
fi  iunework  under  which  a  corporation  operates  is  a  factor  that  might 
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affect  the  cost  of  funds,  the  same  bank  regulatory  structure  thaa  pro¬ 
vides  deposit  insurance  also  imposes  restraints  and  ccjts  on  the  opera¬ 
tion  of  banks  and  their  affiliates  that  were  not  imposed  on  other 
corporations. 


Restrictions  and 
Prohibitions  on 
Financial  Ties 
Between  Banks  and 
Section  20  Affiliates 


In  both  the  1987  and  1989  Orders,  the  Board  specified  a  number  of 
firewalls  designed  to  limit  the  transfer  of  risk  in  the  activities  of  the 
Section  20  subsidiary  to  the  federal  safety  net  and  to  federally  nBured 
banks.  '  In  the  1987  Order,  banks  could  lend  to  Section  20  affiliates,  sub¬ 
ject  to  the  limitations  on  loans  and  other  traie actions  between  banks 
and  affiliates  contained  in  Sections  23A  and  23B  cf  the  Federal  Beserve 
Act.  (See  fig.  III.l.)  However,  under  the  1989  Order,  tin  Board  nequired 
a  prohibition  (sec  fig.  II1.2)  rather  than  a  limitation  on  extensioas  of 
credit  from  banks  to  Section  20  affiliates  (with  the  exception  of  credit 
incidental  to  clearing  services  with  respect  to  U.S.  government  or  agency 
securities).  The  1989  Order  also  prohibited  the  purchase  and  sale  of 
financial  assets  between  banks  and  Section  20  affiliates,  while  tlof  1987 
Order  permitted  these  transactions.  Both  Orders  prohibited  banks  from 
providing  credit  enhancements  for  securities  issued  by  a  Section  20  affil¬ 
iate.  Tlie  Orders  also  prohibited  banks  from  extending  credit  to  custom¬ 
ers  of  the  Section  20  affiliate  for  the  purpose  of  payi”!?  principaL 
interest,  or  dividends  on  securities  underwri  ♦•'r*  or  df. 
lion  20  affiliate. 


1 


in  by  the  See- 


I 


Note  that  iw  nf  tin-  Irrm  "bsink"  refi-rs  ti>  h-dorally  insured  dmnestr  bank  and  thnfl  afRibates  and 
tlicir  diro-t  atid  iiidirtst  .Mibsidianrs.  .-^tatirdingly,  the  term  bank  doe^ni't  mrliiih-  baa-itox  duiiik  miI>- 
snlianexif  tlH-tKin-nl  hiildinft  ti>mp«ny. 
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Note  The  provisions  of  the  April  30  tP87  Order  apply  to  certain  bank  holding  camc>an«s  anrmon^ed  to 
unrler write  and  deal  in  onl,  municipal  revenue  bonds,  mortgage  related  securities  consumer  -teceivable 
related  seciinties  and  commercial  paper 
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Figiirw  III.2:  PtrmissiM*  EsltR9io*'.»  ol  Credit  to  a  Soction  20  AffWalo  Undor  iho  1989  Ontor 
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f  xtensions  of  aed<t  penmOed  subjort 
(o  the  colatefai  requirerwn*  of  sextons 
23A  and  23B  of  the  Federal  ne$er/e  Act. 
Unsecured  extensions  of  credit  are  afso 
permitted,  but  the  amouni  of  the  loan  must 
be  deducted  from  the  caprtai  of  the  holding 
company. 


Not';  The  1989  Order  apoiies  to  cerMsn  oa  »k  huld'ng  companies  aulhonzetJ  to  ut  ocr  Ante  and  cK-a!  m 
corporate  deh!  sccnnt.os  ‘and  conci'i'ona!*/  atilhon/ed  to  underwrite  and  deal  in  '.orpotale  equity  sccur 


ittesi  «fi  arJdifion  to  the  scc^ir.*^.•s  Huthonzed  m  the  1967  Order  For  those  bank  ho«dinq  companies  the 
ri.'striclion^  .n  tnr*  lOB'jOrOrr  apol/  ‘rt  *r^?  same  rtannci  anrJ  to  the  same  extent  w.th  respect  to  secun 
tifS  jctivit.es  aulhorizcd  m  ’ne  19H7  Order 
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Comments  From  Bank 
Company  Officials 


Some  bank  holding  company  officials  with  whom  we  spoke  said  that 
establishing  a  limit  on  extensions  of  credit  from  banks  to  Section  20 
affiliates  is  a  reasonable  measure  to  protect  the  bank.  However,  officials 
from  multinational  bank  holding  companies  that  received  expanded 
authority  under  the  Board’s  1989  Order  commented  that  the  prohibition 
against  extensions  of  credit  is  unnecessary  since  such  transactions  were 
already  limited  by  Sections  23A  and  23B  of  the  Federal  Reserve  Act. 
Some  regional  and  multinational  bank  holding  company  officials  said 
that  firewalls  prohibiting  affiliated  banks  from  entering  into  agreements 
that  enhance  the  creditworthiness  of  securities  underwritten  or  distrib¬ 
uted  by  the  Section  20  subsidiary  were  unnecessary.  Some  officials 
argued  that  under  existing  law  and  regulations,  a  bank  can  provide  let¬ 
ters  of  credit  to  issuers  of  certain  bank-eligible  securities  (for  example, 
municipal  general  obligation  bonds)  that  the  bank  underwrites.  ITiey 
.said  the  risk  e.xpo.sure  that  results  from  such  credit  enfiancement,  if 
priced  correctly,  is  no  greater  than  the  risk  associated  with  making  a 
direct  loan  to  the  issuer  of  the  security.  They  also  commented  that  this 
restriction  precludes  affiliated  banks  from  a  potentially  profitable 
soui  ce  of  business. 

Some  officials  commented  that  the  inability  of  barks  to  provide  credit 
enhancements  for  securities  underwritten  by  affiliates  give's  some  for¬ 
eign  banking  organizations  a  competitive  advantage  over  U.S.  bank 
holding  companies.  The  officials  said  that  some  foreign  banks  operating 
in  the  United  States  are  permitted  to,  and  do,  provide  such  enhance¬ 
ments  for  securities  underwritten  by  their  affiliates."  Thus,  they 
believed  .si»me  foreign  banks  are  able  to  offer  a  more  complete  line  of 
sc'rvices  to  customers  compared  to  U.S.  bank  holding  companies. 

The  ABA,  in  commenting  on  our  draft  report,  stated  that  this  prohibi¬ 
tion  on  credit  enhancements  is  uneconomical  and  creates  inefficiencies 
and  negative  public  perceptions.  It  believes  ai-stomers  will  have  to  pay 
more  for  credit-enhancement  services  because  they  would  have  to 
obtain  these  services  from  another  bank  not  involved  in  underwriting 


'TIu*  officials  an*  R*ftTnn>;io  ihe  17  foreign  banks  that  wfregraiKifatlirrt'ii  imdcT  Stt  litMi  H«f  iht* 
Inteniatiofia!  Ikinking  Act  of  iriT8(iBA).  Under  Section  8  of  the  IBA.  any  foreign  bank  that  omirolsa 
hunk  that  operates  in  th<»  shall  be  subject  to  the  Bank  Bolding  Company  Act  fif  ami  miIim'- 

qiu'iil  aniendnii’ius  in  tlie  same  manner  and  to  the  same  extemt  as  if  it  were*  a  liank  holding  Kunpaiiy 
Till*  pur{*oM.’  of  this  provision  vc'as  to  bring  t  he  (lermissthle  nonbanking  activities  of  foreign  tianks 
fiHire  in  line  with  thoM*  of  domestic  bank  jiolihng  cumpanies.  However,  a  fort'ign  bank  aaild  txmtinuc 
to  engage  in  nonbanking  activities  in  the  I  'nitc'd  Stales  in  which  it  was  lawfully  rngage<l  prior  to 
enactmc’nt  of  the  IBA  but  flu*  bank  isgem*rally  not  permittinl  to  expand  its  grandfathered  nonbank 
aciivities  by  dfweloping  n(*w  product  lim*s  or  through  acquisition  of  or  nK*rger  with  amuhc'r  i^Hujtiuiy. 
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the  securities.  Additionally,  the  ABA  believes  the  public  may  draw  nega¬ 
tive  inferences  from  instances  where  a  bank  -^oes  not  issue  a  credit 
enhancement  fur  securities  underwritten  by  its  affiliate. 

Additionally,  the  ABA  said  that  the  firewall  prohibition  on  the 
purchases  by  a  bank  of  debt  issues  privately  placed  by  its  Section  20 
subsidiary  affiliate  is  unnecessary  and  could  prove  detrimental  to  the 
bank's  reputation  in  the  community.  As  an  example,  ABA  said  that  an 
underwriting  subsidiary  affiliate  cou!  '  underwrite  a  revenue  bond 
offering  for  constructing  a  '•  cal  airport.  Normally,  as  a  member  of  the 
corninunity  bank  would  bo  expected  to  purchase  a  part  of  the  offering 
for  its  own  portfolio.  The  ABA  stated  that  the  firewall  would  prohibit 
the  bank  from  purchasing  the  .scctiritics  underwritten  by  its  Sc'  tion  20 
affiliate  and  that  this  could  renecl  poorly  on  the  bank's  reputation  in 
the  community. 

Some  multinational  bank  holding  company  officials  with  whom  we 
spoke  questioned  the  practicality  of  the  firewall  that  prohibits  banks 
from  extending  credit  to  customers  of  a  Section  20  afhliate  for  the  inir- 
pose  of  paying  principal  and  interest  on  ineligible  securities  underwrit¬ 
ten  by  that  affiliate.  The  officials  said  this  firewall  imposes  undue 
burden  on  bunks  and  impedes  the  ability  of  the  Section  20  affiliate  to 
offer  a  full  range  of  .services  to  its  customers.  For  example,  customers  of 
the  Section  20  subsidiary  that  issued  dcb»  securities  or  other  .securities 
underwritten  by  the  Section  20  subsidiary  may  find  it  to  their  advan¬ 
tage  to  swap  out  of  the  securities  into  a  bank  loan,  or  vice  versa.  Under 
this  scenario,  the  castomcr  would  ither  use  the  proceeds  of  a  bank  loan 
to  pay  off  outstanding  debt  or  use  the  proceeds  of  a  debt  issue  to  pay  off 
a  bank  loan.  The  officials  said  that  while  the  Section  20  siibsidiaiy  may 
underwrite  debt  securities  for  the  customer,  the  procwits  of  which  iimld 
be  used  to  pay  off  loans  held  by  bank  affiliates,  under  the  firewall  pro¬ 
visions,  the  Section  20  subsidiary  mu.st  send  the  customer  to  unaffiliati'd 
banks  to  secure  the  loan  to  pay  off  the  debt  issue.  Thus,  they  said,  the 
Section  20  subsidiary  is  forced  to  encourage  .some  customers  to  develop 
relationships  with  competitors.  Moreover,  the  officials  pointed  out  that 
some  foreign  banks  operating  in  the  United  States  are  able  to  provirle 
this  .sciA'iee  to  their  customers. 

Some  multinational  company  officials  said  that  such  transactions  ;ls  a 
bank  pun  hasing  financial  a.s.sets  from  a  Section  20  affiliate  arc  part  of 
banks'  normal  operations.  They  noted  that  these  transactions  were  r- 
mitted  in  the  1087  Order  and  believed  that  such  transactions  were  *‘:  fec- 
tively  regulated  by  Sections  2.3A  and  23Bof  ihe  Fcdci  al  Kest'i  ve  .Act. 
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Th<*  officials  believed  that  in  that  light,  a  prohibition  is  unnecessary. 
Some  officials  were  concerned  ihat  it  is  not  clear  whether  and/or  how 
this  prohibition  applies  to  overseas  affiliates  and  believed  that  this  lark 
of  clarity  impedes  the  efficiency  of  their  U.S.  operations. 

Officials  with  whom  w'c  spoke  expressed  coricems  about  the  prohibition 
against  affiliate  1  banks  providing  clearing  services  for  the  Section  20 
subsidiary  with  respect  to  securities  other  than  government  seenrities.* 
They  argued  that  it  is  inefficient  and  costly  to  clear  through  nenaf- 
filiates  because  of  the  additional  costs  of  establishing  a  relationship 
with  an  unaffiliated  company.  Tne  officials  pointed  out  that  providing 
intra-day  credit  with  respect  to  clearing  services  is  a  normal  part  of 
doing  business  with  a  securities  company,  and  th^y  did  not  see  a  need  to 
exclude  banks  from  earning  money  by  providing  this  service  to  Section 
20  affiliates.  The  offit.als  were  displeased  that  the  holding  company  is 
forcixl  to  put  money  in  the  pockets  of  its  competitors  in  the  form  of  fees 
for  clearing  services. 


Comments  From  Securities 
Industry  Officials 


bocurities  industry  officials  said  that  to  allow  banks  to  provide  any 
funding  at  all  for  Section  20  affiliates  would  not  only  create  a  competi¬ 
tive  advantage  for  the  Section  20  sub  Idiary  by  its  access  to  low  cost 
bank  funds  (in  the  form  of  insured  deposits),  but  wc  Id  also  expose  the 
federal  safety  net  to  the  risk  of  the  Section  20  affiliate’s  activities,  'fhey 
said  that  without  a  prohibition  against  banks  providing  funding  to  Sec¬ 
tion  20  affiliates,  a  bank  could  be  pressured  to  lend  substantial  amounts 
of  federally  iirsured  funds  to  a  Section  20  affiliate  to  averi  that  affili¬ 
ate’s  d‘’mi.se.  The  officials  said  such  exposure  to  the  activities  of  the  Sec¬ 
tion  20  affiliate  would  threaten  the  inic'grity  of  the  entire  banking 
system. 


Comments  From 
Regulators 


In  its  1987  Order,  the  Uoanl  fx;rmittc*d  banks  to  lend  to  and  engage  in 
tran.sactions  involving  the  piircha.se  and  sale  of  financial  a.ssets  with 
Section  20  affiliates,  subject  to  the  limitations  of  Si’ctions  23A  ana  23B 
of  the  Fedei  il  Re.scr\’c  Act,  because  of  the  “limited  range  of  activities 
autliorizcd”  in  Unit  Order,  However,  in  its  1989  Order,  the  Hoard 
believed  il  essential  to  prohibit  those  traasactkins  in  order  to  limit  the 
risk  of  the  expanded  ac  tivities  from  being  transferred  to  affiliated 
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banks.  The  Hoard  believed  such  prohibitions  would  also  promote  corpo¬ 
rate  separatenes-s  by  ensuring  that  the  operations  of  Section  20  subsidi- 
urios  would  be  carried  out  on  a  stand-alone  basis  and  would  not  be 
financed  by  affiliated  banks. 


The  Hoard  notetl  that  Sections  23A  and  23B  of  tlie  Federal  Reserve  Act 
permit  bunks  to  lend  substantial  amounts  of  their  resources — up  to  10 
percent  of  their  capital — to  or  in  support  of  a  Section  20  affiliate.  How¬ 
ever.  the  Board  noted  that  its  experience  has  shown  that  the  restrictions 
of  Sections  23A  and  23B  are  not  completely  effective  to  insulate  the 
risks  of  Section  20  subsidiaries  from  affiliated  banks,  and,  given  the 
complexity  of  their  provisions,  Sections  23A  and  23B  are  subject  to 
avoidance  by  creative  interpretation,  particularly  in  times  of  stress. 

For  the  same  reasons  relating  to  funding  of  the  Section  20  affiliate,  the 
Hoard  believed  that  federally  iasured  banks  should  not  for  their  own 
account  purchase  financial  assets  from,  or  sell  such  assets  to,  a  Section 
20  affiliate.  In  addition,  Federal  Reserve  officials  said  the  firewalls  are 
directed  toward  eliminating  any  competitive  advantage  that  a  Section  20 
siibsidiaiy  may  have  by  rea.sori  of  its  bank  affiliation  over  that  of  a 
.securities  firm  not  affiliated  \  i  h  a  bank. 


Corporate 
Separateness: 
Prohibition  Against 
Banks  Sharing 
Employees  and 
Information  and 
Engaging  in  Marketing 
Activities 


The  prohibitioRs  against  common  officers,  directors,  and  employees  in 
the  Section  20  subsidiary  and  affiliated  banks  (interlwjks);  marketing  by 
bank  affiliates  on  behalf  of  Section  26  subsidiaries;  and  transfers  of  non¬ 
public  information  about  a  custome^  were  designed  to  ensure  that 
insured  dejMisitoiy  in.stitutions  are  insulated  both  .stiiictu rally  and  oper¬ 
ationally  from  the  activities  of  the  Section  20  subsidiary. 


Comments  by  Bank 
Company  Otficials 


Hank  holding  company  officials  in  general  said  that  both  biuik  holding 
companies  and  inve.stnicnt  banking  firms  have  successfully  inanagerl  the 
jK)tential  conflicts  these  firewalls  were  designed  to  prevent.  .Moreover, 
officials  said  existing  regulation  by  sir  of  broker-dealers,  rules  of  n.asd 
and  the  Munici|>al  Si'curities  Rulemaking  Hoard  (usKlO  applicable  lo 
broker-dealers,  and  fiduciary  rcciuiremcnts  under  common  law  and 
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banking  regulation  adequately  address  potential  conflicts.  Theoffldals 
with  whom  we  spoke  said  that  in  that  ii^it,  these  firewalls  are  ui'JKces- 
sary  and  impede  their  ability  to  compete. 

Both  regional  and  multinational  bank  hokfing  company  officials  saii^  the 
prohibition  against  officer,  director,  or  employee  interlocks  (see  flg. 
ill.3)  make  it  difficult  to  comply  with  the  provisions  of  other  firewalls 
because  it  impedes  the  flow  of  necessary  information  between  affiliates. 
For  example,  officials  said  that  it  is  difficult  to  monitor  extensions  of 
credit  by  bank  subsidiaries  to  dmnts  of  the  Section  20  subsiifiaries  when 
managers  in  the  subsidiaries  must  report  to  different  individuals.  (This 
problem  is  compounded  by  the  prohibition  against  bank  subsidiaries  dis- 
ciusing  information  about  their  customers  to  Section  20  affiliates.)  A 
problem  could  occur  when  the  Section  20  subsidiary  serves  a  client  that 
has  bad  loans  with  an  affiliated  bank.  According  to  some  bank  holding 
company  officials,  because  the  affiliated  bank  may  not  disclose  informa¬ 
tion  about  the  creditworthiness  of  its  custumners  without  prior  customer 
consent,  the  holding  company’s  ability  to  adequately  monitor  its  credit 
risk  expo.sure  adequately  is  hampered. 
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Figure  3:  Permissible  Officer,  Oirector,  or  Empteyee  Interfocke  Between  Section  20  SutoekOariee  and  AffMalae  Undar  Bia  1tt7 
and  IS  Orders 
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E)oth  multinational  and  regkmal  bank  htriding  company  offlciab  said 
this  restriction  has  forced  them  to  make  awln^-ard  changes  in  the  organi¬ 
zation  of  a  holding  company.  For  example,  some  officials  said  they  have 
securities  operations  in  various  subsidiaries  of  the  holding  conqany. 
Thus,  the  bank’s  treasury  department  manages  the  bank's  liquidity;  the 
trust  department  executes  trades  on  behalf  of  customers;  the  parent 
cx)mpany  raises  funds  in  capital  m?'  kets;  and  the  Section  20  subsidiary 
an  !  overseas  securities  sul^diaries  execute  trades  for  customers  and 
deal,  or  make  a  market,  in  various  securities.  The  officials  said  the  abil¬ 
ity  to  have  one  individual  coordinate  and  manage  the  securities  activi¬ 
ties  in  various  parts  of  tlie  holding  company  is  essential  to  the  effidency* 
and  adequate  risk  management  of  the  holding  company. 

Officials  said  this  firewall  has  caused  personnel  duplication  throughout 
the  holding  company.  Although  both  multinatiom.'  and  regional  officials 
complained  that  this  duplication  has  significantly  raised  the  personnel 
expen  s  for  the  .  .olding  company,  the  problem  appears  to  be  greater  for 
regional  firms.  Accordin,  to  regional  bank  holding  company  officials, 
regional  firms  arc  too  small  to  bear  the  expense  of  such  duplications  of 
pcisonncl. 

Bank  holding  company  officials  reported  that  the  firewall  prohibiting 
bank  affiliates  from  engaging  in  marketing  activities  on  behalf  of  the 
Section  20  subsidiary  has  impeded  the  ability  of  both  regional  and  mul¬ 
tinational  bank  holding  companies  to  provide  a  full  range  of  fuiancial 
services  to  their  customers."  Officials  with  whom  we  spokl*  said  they 
would  be  ab';  to  meet  the  financing  needs  of  their  c  istomers  more  eco¬ 
nomically,  c'  ciently,  and  effectively  if  one  person  could  explain  tl-  “ 
nature  of  the  various  products  and  services  that  the  company  has  to 
offer.  Officials  said  this  is  of  particular  concern  when  a  customer  needs 
financing  that  involves,  for  example,  a  combination  of  bank  loans  and 
debt  securities.  The  officials  pointed  out  that  this  firewall  makes  it  diffi¬ 
cult  to  give  proper  advice  on  the  financing  vehicles  that  best  suit  their 
client’s  needs,  and  then  to  structure  and  close  the  deal,  because  it 
requires  that  the  client  talk  to  several  employees. 

Tlie  prohibition  against  affiliated  banks  disclosing  nonpublic  informa¬ 
tion  (including  an  evaluation  of  the  creditworthiness  of  an  issuer  or 
other  customer  of  that  bank  affiliate)  to  the  Section  20  subsidiary 
cause's  problems  for  both  regional  and  multinational  companies.  The 


TiKlcr  Ihe  pnihibiiHni.  bank  nfricvrs  may  inbmn  a  ciisliMner  that  the  sfi  viit-s  of  ttH-St-tmii  Alsnb- 
Mtliiiry  «’-\i.st  but  may  not  dLstribiitp  pninpiiliLsrs  and  sales  literatim*  to  Ihe  piiblie. 
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of  HciaLs  said  that  having  the  customer  sign  a  consent  form  usually  takes 
care  of  the  problem.  However,  they  said  that  ndien  a  customer  does  not 
give  consent,  this  firewall  diminishes  the  cost  savings  that  a  Section  20 
subsidiary  would  otherwise  accrue  if  it  were  able  to  draw  on  the  results 
of  activities,  such  as  credit  investigati  is,  that  are  done  as  a  niHrmal 
part  of  business  in  bank  affiliates. 


Comments  From  Securities 
Industry  Officials 


Securities  industry  officials  said  that  firewalls  prohibiting  Section  20 
subsidiaries  and  bank  affiliates  from  sharing  employees  and  mmpublic 
customer  information  and  engaging  in  cross-marketing  activities  are 
necessary  to  prevent  abuses  and  conflicts  of  interest.  They  also  said  that 
Section  20  subsidiaries  would  have  an  unfair  competitive  advantage 
over  .securities  firms  that  are  not  affiliated  with  banks  if  they  had  ready 
access  to  confidential  information  abcut  bank  affiliates’  customers. 


Comments  From 
Regulators 


Federal  Reser\'c  officials  reiterated  that  while  recognizing  that  the 
firewalls  cause  some  duplications  and  inefficiencies,  the  restrictions  are 
nc'; .  ssary  because  the  potential  conflicts  of  interest  and  unsound  bank¬ 
ing  jiractices  would  be  difficult  to  monitor  and  control  without  the 
firewalls.  i 


( 
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To  date,  the  ik)ard  has  authorized  21  bank  holding  companies  to  estab¬ 
lish  Section  20  subsidiaries.  This  appendix  provides  general  information 
about  these  companies. 

In  1087,  the  Hoard  first  authorized  bank  holding  companies  to  under¬ 
write  and  deal,  to  a  limited  extent,  in  municipal  revenue  bonds,  mort¬ 
gage-related  securities,  consumer-reccivable-related  (asset-backed) 
securities,  and  commercial  paper.'  As  of  September  30, 1989,  a  total  of 
21  bank  holdin,  companies-9  multinational,  10  regions .,  and  2  foreign 
banks — have  applied  for  and  receive  '.  Board  appnivai  to  engage  in  the 
above  bank-ineligible  activities.-  '  (See  table  IV.  1.) 


'Tlif  lloiinlV  .April  Wl.  I!>87.  Order  aiillioriM'd  ii-nain  bank  holding  In  imdnrwnli*  and  dt'aC 

in  banl<  ineii>!it>lo  nniiiicipal  rt‘veniic  bonrls.  1  lo  4  family  Mt'ciiniics.  and 

Tho  Ikiards  July  14. 1987. Order  aiithorizi'd  (vrtain  hank  tM>)tJinf*  (t>m|Kuitt*s to  iindi^ruriie 
and  dt-a!  in  ttmstinuT  ivtvivabk’-ndaicd-stt  iiriiit'-s.  Th»*  2f!  nnniit  upladd  Uit*  Ikwitl's  11*87  f  )nk*rs  in 
Sn  uritifs  Imiusin,’  .Xss’n.  v.  K«»d«*r.U  K<»s«»rvt» Sysiem.  8.J9  (>2(2tl  (’ir  ),  rt.  denkil  U»8  S('l. 

28-'ki  ( 19S8).  In  a  January*  18.  l98J>.i>nl<T,  the  Iktarri  auitM>ri2Ptj  irrtam  l>ank  iMMdinKfticniwinH's  t<» 
add  undci  wriiiu}*  and  dealing  in  l  orpiM'ate  <leht  Mn.iiriTM's  and.  (findituMUtlly.  oirTkirate  equity  siHnin- 
!h*s  t«»  their  list  tif  appn»v<*«l  iKinkdntdiphle  afliviiies. 

j 

TIm'  Ikink  of  Montreal  Ikls  rt'et'ivtnl  autlnthty  lo  underwrite  ajxi  deal  in  only  t'onum'reiaJ  pu|H'r. 

\\sof  Fehniary  lo.  IJtfki.  tla*  Hoard  h;«l  anllM>ri/a'<l  riv*»additk»nal  Si'<ii'»n  20  siih.sidiarirs — twt* 
tiwned  by  tloniesiit-  hank  holdin}((iHnpHnu*s  and  Ihnr  owned  by  f»»reinn  hanks — and  had  n*eeivt*ti 
appliratHins  lor  iwoolhers  from  f*>reipi  banks. 

The  K«sleral  Kesi*r\’e  Ikiard  auihttrized  Nor\v<*si  ('orporation  iOMl  S»vran  KinaiK  ial  ('orfionition  to 
iinderwrile  ami  tleal  in  muiiu  ipal  reMwie  !M>nds.  rminK^tli^'-ridated  M*eurii!es.  iLsvi-baekwl  se<Tirui<*s 
and  eoininen  ial  pa|»er  neeembiT  2tt.  1980.  and  K«‘hniiiry’  12.  1990.  ri*Ni»»s  tively  On  -huMiaryJ. 
lofhi.  tilt*  Federal  K«*s*’r\'e  Ikiard  aiititonxed  ihri*!*  f<»rtMj!n  hanks:  Canatiian  lin|i«‘nal  Hank  «»f  ('om- 
im  ree.  'lonmio.  <)niari<».('anada:  1'he  Koya)  HaJik  t»f  Canada.  Montreal.  Queliet .  CaiUMla;  mihJ  Ikir- 
• s  H;ink  HU'.  Umdon.  Kn^Uand  to  underwrite  an*!  d(*al  to  a  liniitetl  extent  in  all  ty|)es  «»r  debt 
s(s  in  the  I  'nitisl  l^atesthrouidi  Sslitin  20  si:bsidiarit*s.  In  aildition.  after  appropriate  manaife- 

meni  revwws  won*  <t»mplete<l.  Canattian  InijH'nal  ILink  of  Conmieree  ami  fhe  Hoyal  Ikink  t»f  ('anada 
were  als*»  aulhori/iMl  to  uiMlerwrile  and  deal  m  eipmy  set  uniM’s. 

'I'he  S'dion  2>i  siilisitlianesof  ('anadian  Ini{)enal  I  kink  of  Conimt'ree  and  I'he  Uoyal  Hank  of  Canada 
were  I  *  S  .s<*euriti(‘s  firms  }Hh«  based  hy  the  hanks  in  liiHH.  I  'ndtT  the  terms  of  iIh*  atqiiisitMins  antlio- 
ri/ed  by  lilt'  Ikiard.  the  hanks attrissl  to  terminate  ;iil  bank-im'liiSihle  at  liviri**s  that  were  !<rtii^  don«*  ar 
I  hat  time  hy  the  >*•«  iiriHes  firms.  XlieSsTion  2i)  sui»sidiary  of  Iktn  lays  Hank  HU’  was  a  -ailisitliary 
estahlishist  h>  Han  laysthat  had  lieen  <*n>*aKt*d  in  l>aiik-«‘li)Uhle  struniit's  at  ti vines  prior  1«»  tla* 

Itoartl  s  Jaiitiarv  H*9ti  aetitm. 
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Although  the  Board  first  authorized  Section  20  subsidiaries  in  April 
1987,  none  of  the  subsidiaries  actually  commmeed  bank-ineligible  activ¬ 
ities  unt'l  after  June  1988.'  Thus,  as  of  September  30, 1980,  most  of  the 
subsidiaries  had  been  doing  bank-ineligible  activities  barely  more  than  a 
year,  and  eight  of  the  Section  20  subsidiaries  had  not  begun  bank- 
ineligible  activities  at  all.  (See  table  IV.2.) 

Bank  holding  companies  have  proceeded  slowly  with  the  authoriaed 
bank-ineligible  activities.  Mai^  have  not  pursued  the  full  range  of  these 
activities  but  have  concentrated  instead  on  those  ba  k-ineligible  securi¬ 
ties  that  most  complement  their  current  activities.  Accordingly,  table 
IV.3  and  figure  IV.l  show  that  Section  20  subsidiaries  have  underwrit¬ 
ten  a  relatively  small  volume  of  bank-ineligible  securities.  In  addition, 
figures  1V.2  through  I  V.5  show  the  volume  of  bank-ineligible  securities 
underwritten  by  Section  20  firms. 


‘Tlif  actual  ffftt-tivf  dale  far  stun  in);  Iht*  atiiviriwi  was  di'lay<*d  by  two  event-s.  First,  the  t'oniCivs- 
sitinal  moratorium  rontaint'd  in  tht^Ctimiictilive  KqiiaJity  liaiikin);  Ad  of  1987.  I*ub.  U  No.  1<HI-8(k 
10]  Stai.  552.  ddayitl  any  <*.vpansH>nof  bank  powers  until  after  March  1,  l9S8.Sectmd,  bank  holding; 
coiniiimies  wen»  is.>iMHl  a  stay  on  (timmenemg  the  new  powers  until  the  United  StatesOairt 
ApjMMls  affirmed  validity  of  the  Hoard  s  inter|)retation  of  “c^ngaged  principally.’*  which  was 
hascft  on  limiting  (he  it'veniH's  that  ('inild  be  generated  from  bank*ineligiblc  aitivitios  to  5  to  HI  per* 
t\’n?  tif  gniss  reveniM-s.  SivS'curities  Industry  A.ss’n.  v.  Ftnleral  Reserve  System.  839  F.  2d,  62  (2d 
Cir. ).  cert  denM*d  HlHS.  <’l  28iJI)(  1988). 
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TaM*  IV.1:  Bank  HokBng  Companiaa 
Authorixad  to  EataMiah  Section  20 
Subakliariaa  aa  of  Soptombaf  30. 1989 


Bsnk  holdiH0  cofNpMy 

Moadquortoro 

Soctioo  20  suboMtoy 

MuWnationai 

Bankers  Trust  New  York  Corp. 

NY 

BT  Securities  Corp. 

Bank  of  Boston  Corp. 

MA 

BancBoston  Secunties.  Inc 

Chase  Manhattan  Corp 

NY 

Chase  Securities.  Inc 

Chemical  Banking  Corp 

NY 

Chemical  SecuiMs.  Inc 

Citicorp 

NY 

Citccrp  Secunt«s  Marttets. 

Inc. 

First  Chicago  Corp. 

IL 

First  Ctkcago  Captal 

Markets.  Inc. 

J  P  Morgan  &  Co..  Inc. 

NY 

J  P.  Morgan  Secr^ties.  Inc. 

Manufacturers  Hanover  Corp. 

NY 

Manufacturers  Hanover 
Secunties  Corp 

Security  Pacific  Corp 

CA 

Secunty  Pacific  Secures. 

Inc 

Ragional 

Bank  of  New  England  Corp. 

MA 

BNE  Capital  Markets.  Inc. 

Barnett  Banks,  Inc 

FL 

Barnett  Brokerage  Servce. 

Inc. 

CoreSlales  Financial  Corp 

PA 

CoreSlates  Securities  Corp. 

FirsI  Union  Corp 

NC 

First  Union  Secunties.  Inc 

Fleet/Norslar  Financial  Group 

Rl 

Adams  McEntee.  Fleet/ 

Norslar  Securities.  Inc 

Huntington  Bancshares.  Inc 

OH 

The  Hunlinglon  Company 

Marine  Midland  Banks.  Inc 

NY 

Marine  Midland  Capital 

Markets  Corp. 

NCNB  Corp. 

NC 

NCNB  Capital  Markets  Inc 

F^C  Financial  Corp 

PA 

PNC  Securities  Corp 

SouthTrusI  Corp 

At 

SoulhTrusI  Securities.  Inc 

Foreign 

The  Bank  of  Montreal 

Canada 

Nesbitt  Thomson  Secuifies 

Inc 

Wesipac  Banking  Corp 

Australia 

Westpac  Pollock  Govemmemt 
Securities.  Inc 

Sotjfce  Federal  Reserve 
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Tab!'.  IV.2:  Saction  20  Subaidiariaa  That 
Had  Commancad  Bank-lnallgiMa 
Acbvitiaa  aa  o(  Septembar  30. 1909 


Table  IV.3:  Section  20  Subsidiaries 
Underwriting  in  Selected  Bank-lneligii- 'e 
Securities  by  Volume  From  July  1,  19j.  , 
to  September  30, 1983 


Section  20  subskBary 

OMC 

•utholizod 

kMlIgibte  acMty 
COMBMKad 

8T  Securities  Corp 

Apr  87 

2nidqtr  88 

Citicorp  Securities  Markets.  Inc. 

Apr  87 

2ridqtr  38 

JP  Morgan  Securities.  ItK. 

Apr.  87 

2nilqtr  88 

Chemical  Securities  Inc 

May  87 

2nd  qtr  98 

Manufacturers  Hanover  Securities  Corp. 

May  87 

Sid  qtr  88 

Chase  Securities.  Inc. 

May  87 

Srd  qtr  98 

Marine  Midland  Capital  Markets  Corp. 

Jul.  87 

3d  qtr  88 

BNE  Capital  Markets,  inc. 

Jul  37 

tstqtr  39 

PNC  Securities  Corp 

Jul.  07 

tsS  qtr  89 

First  Chicago  Capital  Markets.  Inc. 

Aug  88 

tsi  qtr  39 

Adams  McEntee.  Fteet/Norstar  Securities.  Inc. 

Oct  88 

4011  qtr  98 

The  Huntington  Company 

Nov  88 

4anqtr  88 

Wesipac  Pollock  Government  Securities.  Inc.  M?.'  39  2neJ  qtr  99 

Nolo  E  ight  Section  20  sulciidiaries  had  not  commenced  bank  nekgMe  ac><vilies  as  ol  Seplemcei  30 
1969 

Source  Federal  Reserve 


Dollars  in  millions 

Municipal 

Mortgage- 

related 

Asset-backed 

Cotmeroal 

Period 

revenue  bonds 

:,ecurities 

securitic 

paper 

3rd  qtr  88 

$1500 

$1480 

$94 

$T.1  9B:-6 

4lh  qi:  88 

385  7 

311  1 

3505 

29  05: 0 

isl  qtr  89 

291  7 

8736 

34,i0 

41.3€.;5 

2iid  qtr  89 

453  6 

400  0 

530 

36  24r  1 

3rd  qtr  89 

385  6 

6000 

45  0 

67  65^9 
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Figur*  IV.1:  Soctton  20  Firmo'  Marfiot 
SIMM  of  UiMiofwrWng  lor  Sotoctod  Bank- 
InakQibla  SacuriUaa.  From  July  1, 19SS, 
to  Sopiombor  90,  IMS 
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I  I  Municipal  rtwmiw  bond* 


Modpape-ralaM  Mcurili** 
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Figure  IV.2:  Bank-Irteligiblo  Municipal  §■■■■■■■■ 
Revenue  Bonds  Underwritten  by  Section 
20  Firms,  From  July  1, 1988.  to  “®  'joaws  In  «moi» 

September  30, 1989 


400 


IrdOir  4th  Or  It-  «r  2nd  Or  Mbit 

M  ee  r  8s  SO 

VohMW  ot  Mimlelpil  Rcvwhis  Bond*  Und*n*iln*n 


Figure  IV.3:  Bank-Ineligible  Mortgage- 
Related  Securities  Underwritten  by 
Se  on  20  Firms,  From  July  1, 1988,  to 
September  30, 1389 


SrdOh  4thCRr  lalQtr  SiidOIr  SrdOtr 

08  M  SO  09  es 

Volunin  of  Mortgagv-fi*.  S*curW*s  Un<;«t«irm*n 
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Figw*  IV.4:  Bank-liMligibi*  Aasot* 
Backod  Socuritios  Undorwritton  by 
Section  20  Firms,  From  July  1, 19^  to 
Soptombor  30. 1909 


4M  (OoSmIii 


MQlr  ntiCHr  MOIr  MOr 

SS  «  W  St  w 

Voluirw  ot  Atut  btlwd  y»riiiWI»s  UnmriKilltxw 


Figure  IV.5;  Bank-meiigible  Commercial 
Paper  Underwritten  by  Section  20  Firms, 
From  July  1. 1?88,  to  September  30, 19? 


7S  (Oellwa  In  Buttons) 


MOr  «hau  IXQU  2ndO«r  MOr 
SB  «  ra  SO  M 

Voluim  of  CommsriMi  Papsr  Undar..  ;tt«i 
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T»bl«  IV.4:  Revenues  of  Section  20 
Subsidiaries,  From  July  1, 1S88,  to 
September  30, 1989  (Una^idited) 


To  generate  a  base  of  eligible  revenues  a^nst  which  revenues  from 
bank-ineligible  activities  can  be  measured,  bank  holding  companies  gen¬ 
erally  transfer  bank-eligible  activities,  such  as  underwriting  and  dealing 
in '  vbligations  of  the  United  States,  general  obligations  of  states  and  their 
political  subdivisions,  investment  advisory  and  securities  brokerage  ser¬ 
vices,  and  placement  of  comn  .  cial  paper  and  other  types  of  securities 
as  agent  from  their  bank  and  nunbank  subsidiaries  into  the  Section  20 
subsidiary.  Relative  to  other  bank-eligible  activities,  government  securi¬ 
ties  activities  generate  substantial  revenues.  Seven  Section  20  subsidi- 
aric  .  that  are  primary  dealers  in  government  securities  include 

•  BT  Securities  Corp; 

•  Chase  Securities,  Inc.; 

•  Chemical  Securities,  Inc.; 

•  Citicorp  Securities  Markets,  Inc.; 

•  .J.P.  Morgan  Securities,  Inc.; 

•  Manufacturers  Hanover  Securities  Corp;  and 

•  Westpac  Pollock  Government  Secouities,  Inc. 

During  the  second  quarter  of  1989,  the  13  Section  20  subsidiaries  that 
were  operating  during  that  time  generated  about  $50  million  in  revenues 
from  their  bank-ineligible  activities.  (See  tj  '-le  IV.4.)  These  revenues 
made  up  a  small  portion  (about  3.3  percent)  of  the  second  quarter  19.' ') 
gross  revenues  for  those  subsidiaries,  well  within  the  Board’s  10  percent 
revenue  limitation.  (See  fig.  IV.6.) 

Bank  holding  companies  have  continued  to  capitalize  their  Section  20 
subsidiaries  as  they  organize  their  operations.  In  terms  of  its.setsand 
capital,  most  of  the  Section  20  subsidiaries  are  still  small  relative  to  the 
size  of  the  parent  holding  company.  (See  table  1V.5  and  table  IV.6.) 


Dollars  in  millions 


Period 

Number 
of  active 
firms 

Eligible 

revenues 

tnel'.  Me 
raveti.ias 

Gross 

revenues 

IneSgiWeas 
a  percent  of 
gross 
revenues 

3rd  qtr  88 

7 

K92 

$2 

$594 

■34 

4th  qtr  88 

9 

708 

25 

733 

341 

1st  qtr  89 

12 

859 

21 

880 

2  39 

2nd  qtr  89 

13 

1,452 

50 

1.502 

333 

3rd  qtr  89 

13 

1  349 

25 

1.374 

182 

Source  Federal  Reserve 
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Figure  IV.S:  Revenues  of  Section  20 
Firms,  From  July  1, 1988,  to  September 
30, 1989 


Ta  e  IV.S:  Section  20  Firms'  Assets  as  a 
Pei  cent  of  Parents'  Assets  as  of  June 
30.  1989  lUnautlife'Ji 


Aporndix  IV 

Srrthm  20  SulMidUrlra'  ArUvilIrs 


1A  OfOM  R«wmuM(OenaishiMSoiii8 


MOr  «  Or  IstO  MOS  MOO 

«  as  B  IS  IS 


I  I  RgyenuOT  from  barfc-ltmaitls  tMUt 

j  Ravenuea  Irom  bai*<ligiM»  aeUtn 

Tttis  chart  is  based  on  unaudited  data 
Source  Federal  Reserve 


Percent  range 

I  percent 

1  percent  <  5  percent 
5  percent  15  percent 
15  percent  <  24  percent 

Total 


ffidn,  of  Section  20 
firms 

. ”6 


3 

13 


'.ole  Eicjht  Seci'on  20  subsidi-iries  are  e>clu<5ed  from  tins  analysis 
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Table  iV.6:  Section  20  Firma'  Capital  aa  a 
Percent  of  Parenta'  Capital  as  of  June 
30, 1909  Ur'a.^diiedl 


Percent  range 

<  1  percent 
t  percent  3  percent 

3  percent  6  percent 

6  percent  <  8  percent 

Total _ 

Niolo  CigM  Section  20  subsidtarios  arc  excluded  from  ttvs  analysis 


Number  of  Section  2C 
finiH 


(;A0  Kaiik  Pimi'r>. 


s  ammamar  warn  m 


KE2-  «a 


AjUKMUliX  V _ _ _ _ 

Capital  Structure  a  id  Capital  Adequacy 
Requirements  for  Bank  Holding  Companies  and 
Section  20  Firms 


Tliis  :ip|>i.'n<li\  disciisst's  the  ciipitalization  of  Sottion  20  companies  ;iLni 
iht‘  n-nulatory  c-apital  requirements  that  apply  to  these  bank  holding 
company  subsidiai  W's. 

The  first  sectatn  disciisst*s  the  concept  of  capital.  citin}»  some  statistk-s 
of  hank  hol<iin><  t-oinpanies  that  liad  rii.vived  Federal  Keser\-e  appr<>\-a 
i«i  .s«‘t  lip  .S«'ction  20  subsidiaries  as  of  SeptenibiT  30,  1989. 1  he  second 
s«-ction  <lisciis.sc's  capital  adiHpiacy  standards  relevant  to  Section  20  sm 
sidiaru-s  and  their  holdinj^ companies. 


The  Cajiital  Structure 
of  a  Hauk  Holding 
Company 


.\  sinijilified  illustration  of  a  bank  holding  company  with  ba  ;ing  an*l 
t!ont>ard<ing  subsidiaries,  all  wholly  owntd,  is  .shown  in  figuic  V.l.  Tlse 
<  :ipi!;d  structure  can  fie  considered  fnwn  the  point  of  view  of  the  pai>T 
each  subsidiary,  and  the  entire  liolding  isnnpany  on  a  consolidated  has 
( )i  her  ways  of  liKjking  at  I’apital  are  the  market  value  of  the  capital 
stock  atiij  regulatory  capital. 


Figo'e  V.l:  SiinpSitied  Structu^o  of  a  Ban;< 
H'.-''d>ng  Com^jatiy 


c?.  istan 


.\  lia!il.  holding conipanc'  jiarent  is  typically  financs'd  by  a  conihinati«ej 
of  deb!  :ind  c(|uil\'.  .’some  of  tlie  funds  from  I  best'  ssiurces  ari*  nscsl  to 
lin.na  .-  ai  I i\ il les  of  t he  parent  eonipanv  itsi  If.  llowec'er,  most  oftlu' 
l  imds  al  l-  used  to  snp|iori  snlisidiaries  in  the  form  of  equity  invc'stmetj-- 
or  lo;ins 


I  '  t-  I'  ■  ;  .i!)\  'tq.f  f.  .1.S  . j.  ri  .r  ..t  .U  In;  c|s. 
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('•vital  Sinirtara  and  Captui  Adrqaacy 
Srvairrau-itu  for  Bank  HoMtoy  fampanlHi 
aadSmimi  20  ilrntN 


The  capital  staicture  of  the  parent  companies  «)f  the  Nation's  lansest 
bank  holding  companies  is  summarized  in  table  V.  I .  Tlie  table  compiles 
fiiuincial  data  from  the  parent  companit's  of  the  top  2H  bank  holding 
companies  as  of  June  30, 1989.  These  companies  had  a  itrtal  of  .$77  bil¬ 
lion  in  cKtuity  capital,-'  -$09  billion  in  long-term  debt  and  other  liabilities, 
and  .$48  billion  in  commercial  paper  and  other  short-term  debt.  Of  the 
$194  billion  in  parent  company  assets.  $102  billion  represents  funds 
invested  in  subsidiaries  involved  in  banking-related  activities.  $6fi  bil¬ 
lion  represents  investments  in  nonbanking  subsidiaries,  and  $2l>  billion 
represtsus  inv('sim(*nts  ii  >ther  activities  of  the  parent. 


Table  V.1.  Capital  Structure  of  the  Parent 
Companies  of  the  35  Largest  Bank 
Holding  Companies  as  of  June  30, 1989 


tm- 

Dci’..;; 


,  in  billions 


Assets 


•  Ml. 


|^•.-;-stmorlts  in  banking  subsidiaries 

$102 

L  oari  advances  and  other  receivables 

(24) 

Equity  investments 

(78) 

Investments  in  nonbanking  subsidiaries 

66 

Lean  advances  and  other  receivables 

(52) 

Equity  investments 

()4) 

Otfier  assets 

26 

$194 

Liabtlities  and  equity 

Co-'-mercial  paper  and  other  short-term  debt 

$48 

Lo-c  term  debt  and  other  liabilities 

63 

bau’y  capital 

77 

$194 

Banl'i'i.j  oi-hsidianes  include  tiolli  banks  and  bank  holding  correames 
T'  -s  -able  IS  an  aC'.;iegaIion  oI  financial  dafa  Ironi  the  laigesi  bank  holding  c.in  par  .ns 


5_ 


Hosefve  f otm  Y  9 


The  information  contained  in  table  V.l  is  summarized  on  a  iiercer.tage 
lia.MS  in  table  V.2.  For  the  lop  2.5  bank  holding  companies,  investments 
in  banking  subsidiaries  represent  just  over  half  ( 53  percent )  of  j>an*nt 
company  assets.  .Xs  a  general  rule,  a  much  greater  portion  oftltc  invest 
incut  in  banking  subsidiaries  is  equity  than  is  the  lasc  with  the  iuvest- 
nici’.t  in  nonbanking  subsidiaries. 
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(;aO  BMnh  PoHrrs 


W. 


apar  3S3K 


s:  'Ml 


Appradlx  V 

Capital  StHMtarp  and  Ca^al 
llr<|Mli>aifnta  far  Baak  Hnldla<raippanl— 
and  .SfctkMi  20  Ftnaa 


The  proportion  of  parent  company  assets  invested  in  banking  subsidi¬ 
aries  varies,  of  course,  among  bank  holding  companies.  Table  V.3  sum¬ 
marizes  the  variation  among  the  19  U.S.  bank  holding  companies  that 
h:!ve  been  authorized,  as  of  September  30, 1989,  to  set  up  Section  20 
subsidiaries.  This  table  is  comprised  of  data  from  the  year  ending 
December  31, 1988,  the  most  current  end-of-year  data  available  during 
our  study.  The  proportion  of  assets  invested  in  banking  subsidiaries  is 
less  than  40  percent  for  two  of  the  companies  and  80  percent  or  greater 
for  six  of  the  companies. 


Tabid  V.2;  Capital  Stnictura  of  the  Parent 
Compeniet  of  the  2S  La  .  ast  Bank 
Holding  Companies  aa  of  June  30, 1989 


Figures  in  percent 


Assets  _  _ 

Investnients  in  banking  subsidiaries 

Loan  advances  and  other  receivables  1 13) 

Equity  investments  _  (40) 

Investments  in  nonbanking  subsidiaries 

Loan  advances  and  other  receivables  ^) 

Equity  inves'ments  (7) 

Other  assets 


1 

"a* 

’  13 

ioc 


Liabilities  and  equih 

Commercial  paper  and  other  short  term  debt 
Long  term  debt  and  other  liabilities 
Equity  capital 

... 


Notes  Banking  subsidiaries  include  both  banks  and  bank  holOng  companies 

This  table  is  based  on  an  aggregation  o!  financial  data  from  the  25  largest  bank  holding  companies 

Source  GAO  analysis  based  on  table  V  1 
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ToMo  V.3:  Proportion  of  Psront  Company 
Aasats  Invasted  in  Banking  Subaidiarias 
for  U.S.  ^  ^nk  Holding  Companiaa 
Audiori  to  Sat  Up  Saction  20 
Subsidiaries  as  of  Oacambar  31, 19S 


Psront  comps  *,  insastmanls  in  banking 
subsicHarias 

less  than  40% 

40-59 
60-79 
80  100 

Total 


Numbor  of  U.S.  bank  in  banking 
subsMiarias  holding  coaipanict 
authoriisd  to  sat  up  SocSion  20 
subaidiarias 

2 

7 

4 

6 

19 


Notes  Information  is  not  available  lor  irvo  foreign  bank  bolrSng  companies 
Banking  subsidiaries  include  both  banks  and  bank  holding  companies 
Source  GAO  analysis  based  on  Federal  Reserve  Form  Y  9 


Subsidiaries  I-oans  amd  equity  investments  received  fmm  the  patrent  e«>mp;iny  aire 

two  import  amt  elements  in  the  fin.inciai  atrrangements  of  l.mk  holding 
company  subsidiaries.  Kaeli  subsidiary  also  has  assets,  liabilities,  amd 
retauiUHl  eaniinj?s  associated  with  its  line  of  business.  The  principal  liat- 
bilities  of  bunking  subsidiaries  are  typically  deposits. 

Funds  .sent  from  the  subsidiary  to  the  parent  compamy  take  tlie  form  of 
payments  of  intere.st  and  prineipa!  on  loams  and  dividends  on  .stock-  The 
subsidiary  may  purchase  .serx  ices  frttm  the  parent  or  another  sulisidiatry 
or  maiy  lend  m«>ney  tt»  the  parent  or  another  subsidiairy. 

A  simplified  hypothetical  example  of  the  capital  structure  of  holdiiig 
coni|rany  subsidiairies  is  shown  in  figure  V.2.  The  numbers  used  are 
based  on  the  percentaiges  found  in  table  V.2.' 

The  concept  of  leveraiging  is  imjxfrtant  when  the  eaipital  stnacture  a 
bank  holding  eoinpany  subsidiary  is  examined.  Financial  ieveraige  i'.  ahe 
use  of  debt  to  supF)lement  iXFiiity  in  a  company's  capital  structure.  A 
situation  called  double  leveraging  exists  when  a  parent  company  iuv«-sts 
borniwetl  funds  in  a  subsidiary  as  equity. 


An  example  of  double  leveraging  is  found  in  figure  V.2.  'I'be  parent 
equity  investment  iti  the  bank  and  nonbank  subsidiaries  is  .S47  millbuii. 


Tins  i'»  lypif.illy  ri*ffrr«il  itiisinMininu  I'lirul.s 


'III  1111% I'.inMit  tTiin|>;iny  assiMs.  whu  li  vvtTt* ftjiial  lf>  !(H)  iMTifnt  in  labU*  \  J.  fi|ti.il 
miDifiri  I  ;l%  a  liax'litM*  !'i}!iiri*.  ili'\f‘|f i|k><)  flu*  rrlativf'  su<->nl'  thi*  bank  .«im1  nunb-irif* 

siib'.uliarif's  ha-sfil  frti  lialantf  slwi*!  ijala  a.%  i»!  >far  fiifi  IMHH  fur  lh»*  if»|»  Jo  hank  « i»ni|  .tirurs 
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Ca^Ul  StnMMVMd  Captaal  Adeepwey 
Kegnkw entt  far  1—ii  Hnldfcig  Cnipnniw 
and  Section  10  riM 


f  lowevcr.  the  equity  capital  of  the  parent  company  is  only  $40  million. 
Dividinf^  the  equity  invested  in  the  subsidiaries  by  the  equity  of  the  par¬ 
ent  gives  a  ratio  that  measures  the  extent  to  which  a  company  is  double 
leveraged.  Double  leveraging  exists  when  the  ratio  exceeds  100  percent. 
In  this  example,  the  ratio  is  1 18  percent. 
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Figure  V.2;  Hypothetical  Example  of  the  CapiUl  Structure  of  Bank  Holding  Company  Subaidiariea  (Ooitars  m  miacnsi 


Pa’-  nt  Company 


Asaals 

Investments  in  banking  subsidiaries 

—  Loan  advances  &  other  receivables 

—  Equity  investments 

Investments  in  rxxibanking  subsidiaries 

—  Loan  ad  /ancea  &  other  receivables 

—  Equity  investments 

Other  assets 


Banking  Subsidairies 
Assets  Llabliniea  A  Equity 


Assets  $634  Other  liabilities 


$13  _  «  «  ■ 

40  I 

-  I 


$100  » 
I 
I 


^'^Ci^iniaaiEqMRr 

'r  ^:»'',Commercialpa^,  and  o*er  > 
'-/i'shcHtlermdabt;,  "" 

'f  \  '  " 

Long  fonn  other  labiSties 

/  Tx  .  .  ^  V 

'  ^Equty  capital’ 


Nonbanking  Sultsidairlas 
Aoaata  LlabllRias  &  Equity 


Assets  $8t  : :  K:  Other  labilities 


Debt  from  bank 

1 

Debt  from  bank 

holding  company 

13 

1 

.1 

holding  company 

27 

Equity  fro 

Equity  from  bank 

holding  co 

40 

-  holding  comp;  ’ 

7 

a 

4 

S634 

$85 

$e. 

\o''j  B  j*'*- 3tib«.«(Jiaf  es  .ncludes  bo!h  bank  .mcl  bank  holding  ''.'-riPpanics 
'uvsi’cc  Gan*  J  analysis  on  Table  V  2  and  T edofal  Reserve  T  zf'^  Y  9 
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I'abto  V^4  shows  the  extent  to  which  the  19  U^.  bank  holding  cumpanies 
authorized  to  set  up  Section  20  subsidiaries  were  double  leverafied  as  of 
[ktemlicr  31.  1988.  Three  of  the  companies  have  ratios  below  100  per¬ 
cent.  and  seven  of  the  companies  have  ratios  of  120  percent  or  ipeater. 

In  t)rder  to  evaluate  double  leveraging  in  a  bank  holding  company,  the 
Federal  Reserve  uses  a  “building  block”  approach  when  examiiung  the 
capital  of  a  bank  holding  company.  This  means  that  the  Federal  R^rve 
iMiks  at  both  the  amount  and  components  of  caiHtal  of  the  consedidated 
holding  company  and  of  the  bank  and  nonbank  subsidlaric's. 


Table  V.4:  Frequency  of  Double 
Leveraging  in  the  U.S.  Bank  Holding 
Companies  Authorised  to  Set  Up  Section 
20  Subsidiaries  as  of  December  31. 1988 


Equity  invested  in  subeMiartes  divided  by 
total  equity  at  parent  _  _  _ 

90%  m  ...  '  _ I 

100  109  '  ’ 

110  119 

120129  .  _ 

greater  than  129  _ 

Total 


Number  of  U.8. .  j*  hoidk.u 
•tiHiorlaod  to  set  up  Section  n 
eubeidiadee 


J 

3^ 

6 

... 


3^ 

19 


Notts  Inlorttcai’on  is  nol  available  lor  two  foreign  bank  holding  companies 

Doi.r.'ic  leveraging  exists  Ahen  the  equity  invested  in  the  subsidianes  as  a  petccniage  ol  Ihelolai  equity 
ol  trie  patent  s  greater  ihan  ]CX)  prerceni 

Sou'Ce  GAO  analysis  based  on  Federal  Reserve  Form  Y-9 


Consolidated 


A  ci)iis(»li<iai«*<l  .statement  of  assets,  liabilities,  and  capital  for  the  hypo- 
thetii  al  bank  holding  company  used  in  figure  V.2  is  showm  in  taWe  V..5. 
K(|uity  capii  '  of  $40  million  supports  $732  million  in  a^-sets.  Ekiuity  rap- 
ital  n“pre.sejits  the  shareho,  rs’  financial  ownership  and  is  the  principal 
< oiiipoiient  of  regulatory  capital.  The  ratio  of  equity  capit.il  to  assets  in 
tills  ii.\  {Hrthetical  liolding  company  is  5.5  percent. 
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TaM*  V.Se  Hypothetical  Examplo  of  the 
Capital  Structure  of  a  ConaoMdeted  Bank 
Holding  Company 


Dollars  in  millions 

/.sseta 

Assets 


*738 


Liabilities  and  Equity  Capital  _ _ 

Liabilities  _ _  $629 

Equity  capitaf  __  aO 

_  _ ~  $732 

Source  GAO  analysis  based  on  table  V  4  and  Federal  Reserve  Form  Y  9 


The  ratio  of  equity  capital  to  holding  company  assets  varies  among  bank 
holding  companies.  An  analysis  of  the  equity  capital  ratio  of  the  19  Uis. 
bank  holding  companies  authorized  to  set  up  Section  20  subsidiaries  is 
shown  in  table  V.6.  As  of  December  31,1 988,  four  of  the  companies  had 
ratios  between  4.5  percent  and  5  percent,  while  six  of  the  companies  had 
ratios  greater  than  6.5  percent. 


Table  V.6-.  Equity  Capital  as  a 
Percentage  of  Bank  He'  *  ng  Company 
Assets  for  U.S.  Bank  I!  ng  Companies 
Authorized  to  Set  Up  Ion  20 
Subsidiaries  as  of  December  31, 1968 


Equity  capital  divided  by  total  assets 

4  5%'4  Q'-o 
5054 

5  5-5  9 
60  6  4 

greater  than  6  4 

Total 


Number  of  U.S.  bank  hoMkig  cemq)awV.i 
MiOi'  zadtosetapSwiionM 
subaidiaries 


Note  intoffTidti'in  IS  not  available  for  two  foreiQn  bank  hokjing  companies 
Source  GAO  analysis  tfom  FederaJ  Reserve  Form  Y  9 


Market  Value  Financial  market  analy.st.s  often  look  at  the  capital  of  bank  holding  com¬ 

panies  (or  any  company)  from  the  point  of  view  of  the  market  value  of 
the  company.  This  is  calculated  by  multiplying  total  shares  outstieiiding 
by  the  price  |x*r  share.  'I’hc  market  value  may  be  greater  or  less  thwin  tl«e 
txHik  value  or  equity  shown  on  the  compiuiy's  financial  statements.  Tlie 
ratio  of  market  value  to  brnrk  value  is  one  indication  of  the  company's 
financial  strength. 


The  rang**  of  the  market  to  book  value  ratio  for  It)  I’.S.  hank  iMrlding 
companies  authorized  to  set  up  Section  20  companies  is  shrnvn  in 
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tabic  V.7.  As  of  Deccn.ucr  3 1 ,  1988,  the  ratios  ran^tcd  froai  Ixlwwn  ">0 
percent  and  <»9  percent  to  more  than  130  percent. 


Table  V.7:  Market  Price  as  a  Percentage 
of  Book  Value  Per  Share  for  U.S.  Bank 
Holding  Companies  Authorized  to  Set  Up 
Section  20  Subsidiaries  as  of  December 
31, 1988 


Nianber  of  U.S.  bank  hoteling  coMpanies 
auBwrized  lo  set  igi  Section  20 


Market  price  divided  by  book  vakw  subsidiaries 

5(rs.  69“«  3 

7089  2 

90-109  3 

110  129  3 

greater  than  129  5 

Total  16 


Note  Information  ■$  rrol  available  lor  two  loieign  and  three  domestic  bank  holding  crjrr.parir 


Soorce  fede'al  Reserve 


ReiiuUllory  Capital  Fcdoml  Keserve’s  basic  capital  standard  for  bank  holdiu}! compa¬ 

nies  is  defined  in  terms  of  the  holding  company's  consolitb<i(‘d  rinancial 
statements  and  is  statetl  as  a  pcTcentage  of  holding  comi)any  assets.  At 
present,  bank  holding  conij  mies  must  have  what  is  t«“rm«-«l  primary 
ciipital  equal  to  at  lea.st  5.5  |x*rcent  of  assets  and  total  Ciipit;il  of  at  least 
()  jx'i  cent  i)f  assets.'  Total  capital  is  compri.scd  of  primary  and  M'cnndiiiy 
capital.'  The  primary  and  .secondary  capital  ratios  applied  to  tlx*  holding 
conifiany  are  the  same  ratios  that  the  Federal  Ki*serve  aiuJ  oilier  federal 
regulators  apply  to  commercial  banks.  Regulatory  offir  iafs  can  also  raisi- 
the  capital  requirements  of  any  individual  bolding  company  or  bank  if 
circumstances  warrant . 

Table  V.8  shows  tlie  primary  capital  as  a  percentage  of  tin-  bank  Ixdding 
company  a.ssets  ftir  the  19  l-.S.  bank  holding  companies  auf  fiori/tvl  io 
set  up  .Section  20  .subsidt  ies.  This  table  shows  that  as  of  iK  i-emlxT  31. 
1988.  all  of  the  companies  were  at  lea.st  1  percentage  jxiint  ahme  the 
minimum  .5. .5  (M'lceiu  requirement,  and  most  wen*  well  alxnc  Hm* 
minimum. 


IVifTfaiA  <  iifdtal  tt»mnM>ii  um)  juTpiiuiil  pn*f»*rrt*»l  Mfn  k.  rflai- 

ini'  t<»  linntriMifr  prftWTffl  sfm  U iiiuliviiJpil  profils.  all<maniT*  f<ir  l«uui  :iM»l  hM.'<-  .»**ssi*v  . 
rfseTAfs.  lufiioniy  in  ff»n>*»liflaUt|  Mil>>ifiiani*s.  arwJ  a  111111(1*11  ainfuinl  ni  {*  rj«  iib-i  ifi  r« 

in.s(nifii<‘n(>  anil  maiHlan»ry  i  inslninirnts. 

'  Si  »»rMlary  f  apital  iiw  lUflfN  |»i  rjH'dial  di-bl.  |N*nM*iiial  pn*ff*rT«il  stm  k.  and  mandar^-^A  • 
in>(nim«  ni.s  in  rxi  i'vs  of  (Im*  hiiui"  alln\v»il  ;ts  pnnmn'  rafnial.  It  al'-i  im  linlfN  linur-"!  Id*  pp  r-TT*tl 
sulMirciinaiiH]  nnti's  and  di-lH-nlnri'N.  and  unsi*i  iinil  kffijs  ti'rni  i4»dd  nl  ihi*  par*  .  '‘.ipar.  >  and 
it>  fUfnbank  Milisuiiarn**' 
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Ca^ial  Strurlurr  and  I'apilal  Adrqnary 
KMiuirramiUi  fur  Bank  liuldiiiil  t'unpanira 
and  Savtitm  20  tlmiM 


Number  of  U.S.  bank  hoWNtg  companies 
at  .lorixed  to  set  up  SeclioM  ^*0 


Primary  capital  divided  by  total  assets  subskfiaries 

less  than  6  5%  0 

6574  3 

7584  6 

8  5  9  4  6 

9  5  10  0  4 

Total  19 


Nolo  if'tcfmjtiofi  is  not  available  for  two  foretgn  bank  noUing  companies 
Source  ?s-vO  ar^aiysis  from  Federal  Reserve  Form  Y  9 

15y  tlio  on<l  <»f  HISX).  bank  holding  companies  must  also  meet  a  new  risk- 
ha.scd  capital  .stamlard.  The  Federal  Reserve  is  requiring  that  new  risk- 
hasc<l  r  apital  requirements  applying  to  banlcs,  bank  holding  companies, 
and  other  federally  regulated  banking  agencies  be  pha-  ed  in.  This  stand¬ 
ard  takes  account  of  tlie  off-balance  .sheet  commitments,  such  as  letters 
of  credit  and  guaranti'cs.  in  addition  to  the  aasets  included  on  the  bal¬ 
ance  sheet.  The  various  assets  and  off-balance  sheet  items  are  placed 
into  risk  categories  that  are  then  weiglUc*d  by  degree  of  risk. 

:\  bank  iiolding  etrmpany’s  risk-based  c-apital  ratio  is  calculated  by  divid¬ 
ing  its  qualifying  capital  for  regulatory  purposes  by  the  sum  of  its  risk- 
weighted  a.sset.s.  By  year-end  1990,  banking  organizations  are  expected 
to  meet  a  minimum  inlcrim  target  ratio  for  qualifying  total  capital  to 
risk-weighted  assets  of  7.25  percent,  and  by  1992  the  target  ratio  is  8 
ix-reent.  ,\t  least  one-half  of  the.se  capital  targets  must  be  iu  the  form  of 
Tier  1  eapilaP  and  the  re.st  can  be  Tier  2  capital.' 

file  Si’ction  20  subsidiaries  of  bank  holding  companies  are  required  to 
meel  tlie  capital  standards  for  broker-dealers  set  by  SKf.  These  rotjuire- 
nieiUs  are  explained  in  the  following  section,  together  witli  other  asixfts 
of  Iiolding  <  ompaiiy  capital  regulations  applicable  to  Section  20 
subsidiaries. 


Tut  I  •  .'tpital  \  fii-mi'iil.s.  sii«  h  a.s  rfinwmin  slfK  k)n>lfJ«Ts’  fi|HMy.  nunuril y  iniiT- 

♦  •Ms  Hi  •sjtiH  v  jifi  iMinis  «»|  i-tiiisuluIalfHl  suhsitluirii's.  awl  |XH'|ictual  pivfiTnfl  sI(k  k  i  limiti-il  aiiBHiixi.si. 

Irss  ill 

'  l  ifi  -  •  .ipiidl  Hit  hull's  )NT|H’tiiai  pn-ITrrif  I  Mui  k  i  ui^Jimitfil  anifiiintsi  ami  rfliit'‘fl  surplus. 

f’s  UtV  loan  aiwl  kM.s<'  liissi's.  h>hruf  fapiial  i/ismnufnis.  ami  fiTni  suburiliHatri)  ilrhl  ami 
mifTimiliat*'  ti’nn  pii*ii*rn*fl  sim-k,  inrliuhn^!  ri'iaU'd  Mirpliis. 
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Capital  Adequacy 
Rules  for  Section  20 
Subsidiaries  and  Their 
Holding  Companies 


SEC  Rules  ensure  that  broker-dealers  can  meet  financial  responsibilities  to  their 

customers  and  to  other  market  participants,  Section  20  firms  and  all 
other  broker-dealers  must  comply  with  sE£’s  net  capital  rule,  which  is 
designed  to  address  tlic  liquidity  of  securities  firms.  The  net  capital  rule 
requires  that  broker-dealers  maintain  a  minimum  capital  level  at  all 
ti^  .os. 

Capital  in  securities  firms  consists  of  equity  and  various  forms  of 
sutordinated  debt.  The  net  capital  rule  requires  broker-dealers  to  com¬ 
pute  their  capital  from  financial  statements  piepared  by  valuinr  the 
firm’s  security  positions  at  current  market  pric-es  rather  than  at  histori¬ 
cal  values  as  banks  are  permitted  to  do.  The  rule  then  requires  that 
derluctions  be  made  from  capital  for  fixed  asse!  ,  unsecured  receivables, 
and  for  risk  diaractcristics  of  particular  assets,  'fhe  risk-related  deduc¬ 
tions,  known  as  "haircuts,”  reflect  price  fluctuations  ba.st!d  on  historical 
I  experience.  When  a  broker-dealer’s  net  capital  falls  below  required 

levels,  the  broker-dealer  must  imi  diately  notify  its  regulators  and 
cejise  operations  unless  additi  .nal  capital  is  obtained. 

One  significant  difference  between  .SKC  and  bank  holding  company  capi¬ 
tal  regulations  should  be  noted.  The  SFx:  net  capital  rule  applies  only  to 
the  capital  of  broker-dealers  registered  with  stx:.  The  rule  does  not 
extend  beyond  broker-dealers  to  parent  companies,  other  affiliates,  or 
holding  companies  on  a  coasolidated  ba.sis  unless  their  activities  are  spt;- 
cifically  subject  to  sec  regulations.  Therefore,  there  is  no  fonnal  regula¬ 
tory  control  over  double  leveraging  or  over  other  activities  of  the  parent 
or  affiliates  of  an  sec  firm  comparable  to  the  regulation  that  the  Federal 
Keserve  applies  to  bank  holding  compiuiies  w  ith  Section  20  .subsidiaries. 
A  full  crmiparison  between  the  treatment  of  capital  investments  in 
brokei  -tlealer  subsidiaries  made  by  bank  holding  companies  and  .securi¬ 
ties  holding  companies  was  beyond  the  scope  of  this  report. 
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In  addition  to  ensuring  that  Section  20  atubsidiaries  meet  stx'  capital 
requirements,  bank  holding  companies  with  Section  20  subsidiaries  are 
also  reqtdred  to  meet  the  Federal  Reserve's  capital  rc>quirements  that 
apply  to  the  coasolidated  holding  company.  The  Federal  Kc'serve  Sy<y' 
tern's  capital  adcstuaey  standards  for  bank  holding  companic's  involve 
several  components.  First,  as  pointed  out  above,  bank  holding  compa- 
nic^s  .mist  have  sufficient  capital  as  a  percentage  of  the  holding  conr- 
pany's  total  as.sets  on  a  consolidated  basis.  The  Hoard  aLso  rc*quires 
holding  companies  to  capitalize  all  nonbanking  .subsidiary's  in  accord¬ 
ance  ith  indiKstry  standards  and  with  the  risk  factors  involved  in  the 
particular  firm.  Rirthermore,  the  Federal  Ri'serve  can  c  ontnd  the 
amount  of  investment  made  in  any  subsidiary.  Tlie  aim  of  the  Fc'derai 
Kcsc'rvc's  capital  regulation  is  to  ensure,  to  the  extent  feasible,  that  tbe 
subsiiliary  can  support  itself  on  a  stand-alone  basis  while  at  the  sairar 
time  maintaining  the  bank  holding  company’s  ability  to  serve  as  a  scjuree 
of  financial  strength  to  its  subsidiary  banks. 

in  computing  bank  holding  company  capital  ratios,  the  as.sets  and  liabili¬ 
ties  of  any  bank  holding  company  subsidiary  that  is  not  consolidated  for 
sujKTvisory  or  regulatory  purposes  are  deducted  from  the  as.sets,  liabili¬ 
ties,  and  <•;  )ital  of  the  holding  company.  A  Section  20  conipar.y,  vvliit  ti 
must  com  •  with  sw’s  net  capital  rule,  is  such  a  subsidiary,  lienee,  th*' 
parent's  ii  estment  in  the  Section  20  subsidiary,  together  with  the 
as.sc't.s  and  liabilities  of  the  Section  20  subsidiary,  are  tiedneted  from  the 
a.s.sr't.s,  liabilities,  and  capital  of  tla*  bank  holding  company.  In  a{>i>rin.  iiig 
Section  20  subsidiark's,  however,  the  Federal  Reserve  has  held  that  tlie 
parent  investment  in  the  .subsidiary  cannot  weaken  the  ca]>ital  of  tin* 
holding  company. 
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Appendix  VI _ 

The  Regula'x>ry  Framework  Affecting  the 
S.  curities  Activities  of  Banks 


Tills  apt.<endix  highlights  the  legislation  affecting  banking  organizations’ 
domestic  and  foreign  activities  and  summarizes  tiic  actions  taken  by  the 
Fixleral  Resei-ve  Hoard  in  allowing  Section  20  companies  to  uniierwrite 
and  deal  in  bunk-ineligible  securities.  It  also  describes  sac  ’s  role  in  regu¬ 
lating  Section  20  companies'  bank-ineligible  securities  activitiesc- 


lltW'  waBSnMBWBMMMMBSanU 

Primary  Legislative 
Provisions  Affecting 
the  Securities 
Activities  of  Banking 
Organizations 


Tlie  following  gives  a  very  basic  picture  of  the  legal  framework  underly- 
ii'g  the  securities  activities  of  banking  organizations.  The  relevant  stat¬ 
ute's  ai  e  addi  es.sed  in  the  ordc'r  in  which  the  basic  statutes  were  enacted. 


National  Banking  Act  and 
Slate  Laws 


The  securities  activities  of  banks  arc  determined  by  a  variety  of  federal 
and  state  laws.  A  number  of  state  laws  permit  state-chartered  banks  to 
engage  in  .some  scfurities  ac  tivities  that  arc  not  p<.Tinittcd  for  nanionaJ 
banks. 


'I'lie  National  Currency  Act  of  18>i3  and  the  National  Hank  Act  of  J8G4, 
administered  by  the  Office  of  the  Comptroller  of  the  Currency  (<xx'),  cre¬ 
ated  a  system  of  national  b:inks  that  today  includes  about  4,:300  banks 
with  about  $1.8  trillion  in  a.sscls.  The  National  Hank  Act  precluded 
national  banks  from  underwriting  corp(;rr.te  securities  directly.  How- 
('ver,  the  statute  did  not  prohibit  national  banks  from  being  affiliated 
wit  h  orgaiiizjitions  that  did  securities  activities.  This  allowed  nat  Hina) 
btiiiks  the  ()|>[>ortunity  to  establi.sh  state-chartered  affiliates  that  could 
do  .seeiirities  tietivities. 


1  'mier  regulatory  guidanfe  from  (at,  national  banks  are  allowed  ro 
(  Mg  .ge  in  a  full  range  o!  g(. veil iment  seem  itks  activities,  mtike  pr-iva  e 
pkiceineut  of  corfjoratc  .securities,  and  buy  and  sell  all  tyrs's  of  sevtu ities 
;is  agent  lor  customers.  .National  banks  can  also  own  for  their  inv»-st- 
mciit  account  a  limited  amount  of  corportite  bonds,  provided  lliey  are 
lUiirketable  and  inve.strnent  quality.  In  a  1987  ruling  upheld  in  Se»-Teni- 
ber  1 9S9  liy  the  I  nited  States  Court  of  Appeals  for  the  Sc'cond  Cireuit, 

(X  (  jH'i  iiiitted  national  banks  to  offer  mortgage  pass-through  cerrifi- 
ctifes.  reprc.senting  intere.sts  in  mortgage  loans  originated  by  the  tiank. 
'I’lie  com  t  found  the  sale  of  such  certificates  within  the  business  of 
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banking  and  not  in  violation  of  Glass-Steajiall’s  pr«)hibltion  on  under- 
vvntin)!  stvuritios.' 


Federal  Reserve  Act 


In  1913,  Conjiross  enacted  the  Federal  Reserve  Act,  which  established 
the  Federal  Reserve  System  iind  its  Board  of  Governors.  This  act 
requires  national  banks  to  be  members  of  the  Federal  Reserve  System.  It 
also  contained  provisions  allowing  state-chartered  banks  to  Join  the  Fe<i- 
eral  Reserv*  System,  making  them  member  banks  and  subject  to  Board 
regulation.  State  member  banks  are  subject  to  the  same  limitations  on 
their  securities  activities  that  apply  to  national  banks. 

The  act  als<)  contains  provisioas  that  affect  the  transactions  between  a 
bank  and  its  afrUiates.  Section  23A  of  this  act  prohibits  a  member  bank 
from  extending  credit  to.  or  purcha.sing  assets  from,  an  affiliate  in 
excess  of  Id  percent  of  the  bank’s  capital  and  places  an  aggregate  cap  of 
30  iK'icent  of  capital  for  tran.sactions  to  all  affiliates.  This  section  al-so 
rexjuires  generally  that  any  bank  loaas  to  an  affiliate  be  fully  collateral¬ 
ized  as  a  minimum,  or  up  to  130  percent  o.'  the  loan  amount,  depending 
on  the  comijosition  of  the  collateral.  Section  23B  of  this  act  requires  that 
covered  transactions,  such  as  the  sale  of  ass<?ts  or  services  purchased 
under  contract,  between  a  bank  and  an  affiliate  must  be  on  terms  sub¬ 
stantially  the  .same  as  those  pre\  ailing  at  the  time  for  i.)mparable  traas,- 
actions  involving  nonaffiliates.  The  limitations  of  Section  23B  were 
made  aj'plu  able  to  all  KUic-insured  banks  in  1987. 


.McP’addon  Ac  t 


l  iider  the  .McFatiden  .Xct  of  1 927.  banking  activities  were  limited  by 
provisions  prohibiting  the  intcrsiate  branching  by  banks.  However,  the 
law  reaffirmed  the  authority'  of  tiational  banks  to  buy  :ind  sell  invest¬ 
ment  sc(  uritics. 


(jla.s.s-Slcagall  Atl 


The  Hanking  .Set  of  1933  sigiiificantly  limited  the  securities  activities  of 
baiilc--  ;)ulaiiy  referred  to  as  tlie  Glass-Stoagal!  .Xct.  it  contains  the 
followi  four  sections  whivh  deal  with  the  separation  of  commercial 
banking  from  investment  banking. 


s<i-  S<'<  tiT  iii*-.  ImliiMry  \  f  l.irkv.  K  ;Je|  IikM  i  J*!  (  ir  |!»SM  whi*  h  is  nim-nily 

!•  *  ilie  t  i  fi  sIu'hIVI  U*  ihal  t’l’liihsl  ui  iih's  ;»» iiv  iiu*s  «miI  im  .t 

'-x  ijriii*’*'  nl  a  J»anV  IbrM.i-j  « •>iit)>aii\  ha\«*  Ux-n  riinsnl«  r<sl  a  '  tuink  n\ 

\\ Inn  {x-riuKviiilf  li*\<‘ls  III  h  ari i\  i«  s  an*  •  .li'  iil.i'nsl  Inr  Sx  i mn  Jn  |ui*  j-»si  s  If  die  <  M '( '  initTpn rjt- 
ti»»n  I**  iijhi'KJ  hy  i  la*  NiprvHw  (  mi.’l .  Ui**  K»sli*ral  Vr  v.«  MiRlhaN  ••  f‘>  tivfi  .'fiiiiu*  vvhrdwf  r«*\  <*»;..»' 

: ' lu;,  ilu*  ai  it\  •  Muv.ii!in»*N  bank  ♦Ismlii*  i ia i-hhi-  \v  fip  It  vm aii  r •  .w  ilu*  n’\ I'niH’  .L" 
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•  St'ction  16  prohibits  a  national  bank  from  iindcrwritin}{  sccuntii>s  other 
than  l’.S.  }?oveminent  and  general  obligation  bonds  of  states  and  muiuci 
palities  and  certain  securities  issued  or  insured  by  certain  specified  fftv- 
ernment  agencies  or  instrumentalities.  It  does,  however,  allow  a  natkma 
bank  to  purchase  or  sell  securities  without  recourse,  .solely  on  the  order, 
and  for  the  aaount  of.  customers.  .Section  .'He)  of  the  act  extends  these 
proliibitioas  to  state-chartered  member  banks. 

•  Section  21  prohibits  any  firm  engaged  in  the  deposit-taking  bu.sines.s. 
including  a  bank,  from  engaging  in  the  business  of  Issuing,  underwi  iiing 
selling,  or  distributing  securitic‘s.  except  as  permitted  under  f5ection  16. 

•  Section  20  prohibits  a  member  bank  from  bi*ing  affiliated  with  any  firm 
engaged  principally  in  the  issue,  flotation,  underwriting.  puMic  .sale,  or 
distribution  of  securities.- 

•  Section  32  prohibits  management  and  employee  interlocks  between 
njember  banks  and  firms  primarily  engaged  in  the  issue,  flotation, 
underwriting,  public  sale,  or  distribution  of  securitic's,  except  as  permii- 
twl  by  regulation  of  the  Federal  Ri'ser\c  Hoard. 


Bank  Holding  Company  *  ilolding  Company  Act  of  19r)(;.  as  amended,  administered  by 

the  Hoard,  allows  bank  holding  company  nonbank  subsidiaries  to  cngaige 
in  activities  that  are  permis.sible  for  banks  as  well  as  those  that  banks 
are  not  |)ermitted  to  engage  in.  A  holding  c<»mpany  must,  howe\'er.  cortt- 
ply  with  the  provisions  contained  in  the  Gla.ss-Stcagall  Act.  H«>ard  regti- 
lations  promulgated  under  the  Hank  Ilolding  Company  Act  are 
cimtained  in  its  Regulation  V. 

I'nder  Section  -WeXS)  of  the  act.  the  H'jard  can  authorize  bank  holding 
companies — and  their  subsidiarit*s — to  <  ngage  in  activities  that  it  deter 
mines  are  closely  related  to  and  a  proper  incident  to  bimking.  This  .sev- 
tion  of  the  act  also  requires  the  Hoard  to  determine  tliat  an  approved 
new  activity  may  be  expt'cted  to  prcMlnce  public  benefits,  such  as  gri'ater 
convenience  or  increa.sed  competition,  tliat  outweigh  r)ossible  adverse 
effects,  such  asuasound  biuiking  practices  and  contlicts  of  interest. 

In  autliorizingSi'ction  20  companies,  the  Ikiard  used  its  authority  uiKh  r 
the  Hank  Holding  Company  Act  to  imF>o.se  requirements  regarding  rev*'- 
nue  limitations,  capilaliziition.  and  firewalls. 


•Tins  pn.IiiSiiion  •li«-»n<K  <-xlc-nd  ti>  Hit*  nmlcru  niiiiK  iic  iu  inTniis-siblr  imdcr  .Sii  tiiip 
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To  allow  r.S.  bankin(t  organizations  to  be  more  competitive  in  foreign 
markets,  the  federal  regulatory  structure  permits  domestic  conunerciai 
banks  and  bunk  holding  companies  to  do  a  range  of  securities  activities 
overseas  that  is  broader  than  those  permitted  in  the  U5.  market.  One 
primary  reason  this  occurs  is  that  provisions  contained  in  the  Glass- 
Steagal!  Act  do  not  apply  to  U.S.  banks'  foreign  activities  Ui>.  banking 
orgiinizations  do  international  securities  and  other  activities  primarily 
through  some  combination  of  foreign  branches  of  the  domestic  parent 
bank,  or  through  foreign  bank  and  nonbank  subsidiaries.  Edge  Act  cor¬ 
poration  subsidiaries,'  and  joint  venture  companies  (noncontrolfog 
interests  in  foreign  banks  and  financial  companies)  of  the  parent  bank 
or  bank  holding  company.  An  example  of  the  organizational  structures 
that  are  possible  urithin  the  holding  company  is  shown  in  figure  \'1. 1 . 
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All  of  those  «>r];aiiizational  structures  must  comply  with  applicable  I'.S. 
laws  reitarding  powers,  capitalization,  and  transactions  within  the  hold- 
in)(  company.  In  addition,  all  of  the  organizational  arrangements  mast 
comply  with  the  banking  laws  and  regulations  of  the  host  country.' 

The  following  statutory  provisions  of  the  Federal  Reserve  Act  and  the 
Hank  Holding  Company  Act  are  the  key  guidelines  for  the  overseas 
activities  of  member  banks  and  bank  holding  companies. 

•  .Section  2.‘>  of  the  Federal  Reserve  Act  permits  national  banks  to  estab¬ 
lish  foreign  branches,  invest  directly  in  foreign  banks,  and  exercise 
other  poweis.  including  limitc'd  securities  actmties  that  are  usual  in 
connection  with  banking  in  the  place  where  foreign  branches  trans  t 
business.  '  Branches  are  limitc'd  by  statute  to  underwriting  and  distribut¬ 
ing  only  government  sexurities  of  the  country  in  which  the  branch  Ls 
locatcxl. 

•  Section  25(a)  of  the  Federal  Reserve  Act  authorizes  natumal  banks  to 
ow  n  Kdge  Act  corrx)ration.s  and  gives  Edge  Act  corporations  a  broad 
range  of  foreign  investment  powers. 

•  Section  4(cX  13)  of  the  Bank  Holding  Company  Act  allows  I  f.S.  bank 
holding  companies  to  make  direct  foreign  investments. 

•  Sections  23.A  and  23B  of  t!  Federal  Reserve  Act  limit  transactions 
iH'tween  the  domestic  bank  and  the  bank  holding  company  parent  or  its 
affiliates.  The  relatitmships  to  which  these  limitations  apply  are  summa¬ 
rized  in  figure  VI. 2.  The  restrictions  do  not  apply  to  transactions  taking 
I)lace  within  the  shaded  box  shown  in  figure  VI.2.  Everything  in  the 
shaded  Ik)X  is  owned  by  the  bank  and,  for  bank  regulatory  pui  po  can 
he  viewed  on  a  consolidated  basis. 
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Figure  VI.2:  Limitations  on  Transactions  Baiwaan  AffiUatas  in  U.S.  Bao  >g  Organisation’s  Intamational  OparsUons 
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Kegulution  K  implements  key  sectioasof  the  Federal  Reserve  and  Bank 
Holding  Company  Acts."  It  descritx's  the  activities  that  banks  and  bank 
holding  companies  may  engage  in  overseas  through  foreign  branches, 
foreign  subsidiaries,  and  Edge  Act  corporations.  The  activities  permitted 
by  Regulation  K  generally  encompass  all  domestic  banking  powers  plus 
some  additional  banking  powers  (in  the  case  of  branches)  and  invest¬ 
ment  bunking  powers,  such  as  underwriting  and  dealing  in  equity  securi¬ 
ties  ( in  the  case  of  subsidiaries).  Generally,  U.S.  banking  organizations 
may  engage  in  activities  permitted  by  Regulation  K  to  the  extent  that 
these  activities  are  permitted  by  host  ctMintry  regulators.  Subject  to 
prior  Board  approval,  banks  or  bank  holding  com[i.  aies  nuiy  also  engage 
in  activity’s  that  are  not  prescribed  in  Regulation  K  but  are  permissible 
by  the  regulations  of  the  host  country. 

To  illustrate  the  opportunities  that  exist  overseas  for  bank  holding  com¬ 
panies  to  engage  in  securities  activitiesw  the  constituent  elements  of  bank 
holding  companies  eligible  to  underwrite  corporate  debt  are  shown  in 
figure  V1.3.  Except  for  the  Section  20  firms,  all  of  this  underwriting 
m  •  *  take  place  in  entities  of  the  bank  or  its  holding  company  that  can¬ 
not  o, aerate  in  U.S.  domestic  .securities  markets.  Section  20  companies 
can  underwrite  corporate  debt  and  equity  only  after  receiving  prior 
approval  from  the  Federal  Reserve. 
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Figure  VI.3:  Constituent  Elements  of  U.S.  Bank  Holding  Companies  ERgibie  to  Underorite  Corporate  Debt 
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Ko)$itlation  K  contaias  spcciric  limitations  on  some  of  the  activities  that 
are  allowed.  For  example,  the  aggre($atc  commitment  of  a  bankinft 
orttanization  and  its  subsidiaries  to  underwrite  siiart's  of  an  issuer  can¬ 
not  exceed  $15  million.  In  addition,  the  total  loans  and  extensions  of 
cTC'dit.  including  underwriting  commitments,  to  any  one  person  by  an 
Kdge  Corporation  or  foreign  bank  subsidiary  of  a  member  bank  when 
aggregatcxl  with  loans  and  extensions  of  credit  by  the  member  bank  to 
that  person  cannot  exceed  the  member  bank's  limitations  on  loans  and 
extensioas  of  credit  to  any  one  persoa 

Kc>gulation  K  dcK'S  not  impose  on  the  foreign  operations  of  U5.  banking 
organizations  many  of  the  so-called  firewall  provisions  that  apply  to 
nontraditional  domestic  activities.  For  example,  there  are  no  such 
restrictions  on  interlocking  boards  of  directors  or  joint  marketing  activi¬ 
ties  betwc'cn  a  bank  and  nonbank  affiliate.  A  reason  for  this  is  that 
many  of  the  firewalls  are  designed  to  protc'ct  the  invc'sting  public  and 
deposiU)rs  in  the  I’nited  States  and  to  encourage  comix'tition  in  the  I  J.S. 
market.  Regulation  K  doc's,  however,  require  that  all  IJ.S.  banking  orga- 
nization.s*  operations  be  in  ac'cordanc-e  with  high  standards  of  banking  or 
financial  prudenc'c. 


The  F’ederal  Rc'serve  is  reviewing  Regulation  K  now  and  intends  to  pub¬ 
lish  a  revised  regulation  for  c-omment  by  early  1990.  Federal  Reserve 
officials  said  that  they  expect  a  significant  area  of  industry  concern  to 
Ih‘  the  quantitative  limitatioas  that  Regulation  K  iniiK)Sc*s  on  securities 
underwriting  and  dealing  activities. 

The  international  activitic*s  of  U.S.  banking  organizatioas  are  subject  to 
su[H*rvisory  examinations  and  inspections  by  the  Federal  Reserve,  oix'. 
and  the  Federal  Deposit  In.surance  Corporation  (kdk  ).'  In  addition,  these 
r..S.  bank  n'gulators  reached  an  agreement  with  the  central  banks  and 
banking  supervisors  of  1 1  other  industrialized  cxiuntries  on  international 
guidelines  for  uniform.  risk-ba.sed  capital  standards.'  Thc'se  guidelines 
are  e.xfdained  in  apix'ndix  V.  Regulators  from  tbe.se  countries,  including 
th<'  fnited  State's,  have  also  agrml  to  broad  supervisory  guid»‘lines. 
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Recent  Board  Actions 
Affecting  the 
Securities  Activities  of 
U.S.  Banking 
Organizations 


The  Hoard  may  use  two  metiuxls  to  allow  bank  holding  companjes  to 
initiate  new  activities  that  it  determines  are  closely  related  to  booking. 
The  Hoard  can  amend  its  regulations  to  determine  that  an  activity  is 
closc'ly  related  to  banking.  Once  added  to  this  ILst  of  permissible  activi¬ 
ties,  the  approval  process  for  a  bank  holding  company  to  engage  in  this 
activity  is  simplified.  The  Board  can  also  approve  applications  saibmit- 
ted  to  it  by  individual  holding  companies  seeking  its  approval  to  initiate 
new  activities  specified  in  their  applicatioas.  As  of  October  1989.  the 
Hoard's  Regulation  Y  listed  24  activities  that  it  determined  are  cirjsely 
riMaUKl  to  banking  and  appropriate  activities  for  holding  companies  to 
do;  (>  of  them  are  related  to  sectirities  activities.  (See  table  VI.  1.) 
Through  its  application  priK-ess.  the  Board  has  al.so  approved  reqgiests 
by  holding  companies  to  do  additional  new  activities  that  wene  not 
spc'cifically  listed  in  the  Hoard's  regulations. 


Ik'ginning  in  1987,  the  Hoard  bc*gan  approving,  on  a  case-by-casr  basis, 
applications  submitted  by  bank  holding  companies  seeking  to  under¬ 
write  and  dc‘al  in  bank-ineligible  securities  through  wholly  owned  non¬ 
bank  subsidiaries.  When  the  Board  approved  thc?se  additional  senuridc-s 
|)owers  for  bank  holding  comfianies  and  determined  that  the  activit.k*s  o 
the  c<>mi)anies  were  consistent  with  Section  20  of  the  Glass-SteagsaJl  Act, 
it  u.scd  its  authority  under  the  Hank  Holding  Company  Act  to  establish 
fi  rc wall  requirements. 
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Table  VI.  1:  Activities  Closely  Related  to 
Banking  and  Approved  for  Bank  Holding 
Companies  Contained  in  Regulation  Y 


■B  mt 


Activities 

Making  and  servicing  loans 
Industrial  banking 
Tiusi  company  lurKtions 
Investment  or  financial  advice 
Leasing  personal  or  real  property 
Community  development 
Data  processing 

Insurance  agency  and  brokerage  in  connection  with  credit 
evtensions 

Under  writing  insurance  related  to  an  extension  of  credit 
Proviarng  courier  services 

Management  consultirrg  to  non  atfiliated  bank  and  nonbank 
deposit  institutions 

Issuing  and  selling  money  orders,  savings  bonds,  and 
travelers  checks 


SocuriBa  s-flstod 

No 

No 

Yes 

Yes 

No 

No 

No 

No 

No 

No 

No 

No 


Real  estate  and  personal  property  appraising  No 

Arranging  commercial  real  estate  equity  financing  No 

Securities  brokerage  Yes 

Underwriting  and  dealing  in  government  obligations  and  Yes 
money  market  msUumenls 

Foreign  exchange  advisory  and  transactional  services  No 

F  uiii'c  commission  merchant  Yes 

In.cslipenl  advice  on  financial  futures  and  options  on  lull  ires  Yes 
C^onsiH'ioi  linancial  counseling  No 

Ta»  planning  and  preparation  No 

Check  guarani /  services  No 

Opciali'ig  a  collection  agency  No 

Cue  rating  a  credit  bureau  No 


HiKvrTrnKWKMSdcacanaBr  TO»r.m«iiwiii 

SEC  Regulaticjn  of 
Section  20  Companies 


.M;t  .Sr'ctiqn  20  eompanics  no  dilTorontly  from  any  other  bro¬ 

ket -dealei.  .\  seeiirities  sttbsidiary  registers  with  SKC  and  a  self- 
regtilatory  orgttnization  (sito).  such  as  N/VSDor  .\tSK,  depending  on  the 
t,\  p('  ot  aelivity  it  plans  to  pursue,  sitos  monitor  the  activities  of  r*-gis- 
tered  seettrilies  firms.  SIX',  in  turn,  oversc'es  the  rules  and  aetivitii'v  of 
the  situs  and.  on  a  selective  basis,  of  individual  firms  as  %%<*ll.  Tht*  :x-gula- 
torv  system  is  thus  a  mixture  of  self-regtilalion  and  diren-t  regiilatMm  by 
SIX  SK<  provides direet  oversight  by  doing  investigations,  by  taking  dis- 
i  iplinary  aetimi.s  agaiast  firms  or  agaiast  an  situ  itself  for  not  doing  an 
aileiiuaie  self-regulatory  job.  and  by  implemeiUing  oreh.angiiig  it.** 
existing  reguhitions.  situ  niles  ;ue  .sub.jei  t  to  SIX'  approval. 
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sK(>s  evaluate  membi'rs  for  financial  health  and  compliance  with  both 
sir  rcKulations  and  their  own.  F^nforc^ement  is  carried  out  through  peri¬ 
odic,  unannounced  examinations;  investigations  of  alleged  violations; 
disciplinary  action  against  members;  and  assessment  of  penalties  where 
appropriate.  The  sro  tests  individuals  before  they  can  be  registered  as 
principals  or  representatives  (except  for  individuals  associated  with 
firms  solely  engaged  in  government  securities  transactions).  F*rincipals 
are  responsible  for  the  management  and/or  supervision  of  the  securities 
firm. 

All  but  three  of  the  Section  20  companies  that  were  authorized  as  of 
September  30. 1989.  have  designated  na.sd  as  their  primary  srol  na.si> 
registered  members  can  engage  in  investment  banking  and  deal  in  over- 
the-counter  sec*uritk's.  Three  Section  20  companies  have  designated  nwe 
as  their  primary  sro. 

Generally,  sec  has  no  authority  over  the  underwriting,  dealing,  or  sexur- 
ities  brokerage  activities  of  banks.  The  F'ederal  Reserve  enforces  its 
firewalls  applicable  to  Section  20  firms  since  these  Tinns  are  affiliated 
with  bank  holding  cumpanic‘s.  six:  specifies  its  own  regulations  regarding 
capital  and  personnel  but  makes  no  mention  of  separating  the  banking 
and  se<  uritic‘s  .subsidiaries  of  bank  holding  companies.  The  F'ederal 
K.  i-rve  instructs  its  examiners  not  to  di;plicate  the  function  of  the  sito 
or  SIX'.  SK<  and  the  F’ederal  Re-serve  have  no  formal  contact  with  each 
other  regaiding  firewalls. 

I  An  six:  attempt  to  regulate  a  securities  activity  with*  ank  fi  e.,  not 
within  a  subsidiary  corporation)  was  invalidated  by  a  court  ruling.  Si)e- 

I  cifically.  in  1985.  sw  adopted  Rule  3b-9,  which  would  have  required 
banks  engaging  in  sexurities  business  for  profit  t«)  register  as  broker- 
dealers  with  SB’  under  the  Securities  F'xchange  Act  of  1934.  The  Circ  uit 
Court  of  .'\F)|x’als  for  the  District  of  Columbia  declared  Kule3b-9  unlaw 
ful  under  the  19.34  act.  The  court  noted,  however,  that  dcsi^itc  recent 
mu  and  Federal  Reserve  Hoard  interpretations  of  the  Gia.ss-Steagall  Ac  t 
permitting  banks  to  engage  in  brokerage  services  tV)r  nonbanking  cus 
(omers.  the  1934  act  .still  specifically  excluded  banks  from  rules  go\-- 
eriiing  broker-dealers  and  suggested  any  change  in  this  interpretation 
would  require  action  by  Congre.ss.  (See  American  Bankers  A.ss  n.  v. 
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S.H.C..  804  F.2d  739. 750  (D.C.  Cir.  1986).)  In  1987,  six'  supported  legis¬ 
lation  that  Congress  did  not  enact,  which  would  have  given  six'  power  to 
regulate  certain  securities  activities  of  banks.'* 
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F^walls  Applicable  to  Section  20  Finns  Th?t 
Underwrite  and  Deal  Only  in  Municipal 
Revenue  Bondr,  Mortgage-Related  and  Asset- 
Backcd  Securities,  and/or  Commercial  Paper _ 

'Phis  api  ndix  ihc  firewall  requirements  the  Board  establishtHi  i& 

.'.pril  U;87.  The  Board  ^till  applies  these  firewalls  to  Section  20  compa¬ 
nies  ‘'uvinf*  authority  to  underwrite  and  deal  only  in  municipal  revenue 
iHiiKls.  mortfjage-i elated  and  asset-backed  securities,  and/or  commerciaE 

paiKT. 

“A.  Types  of  Sectirities  to  be  Underwritten 

1.  The  underwritini?  subsidiaries  shall  limit  their  untierwriting  and  deal¬ 
ing  in  iiu  ligiblo  securities  to  the  following:' 

a.  Municipal  revenue  bonds  that  are  rated  as  investment  quality  in 

one  of  the  tt'p  four  categories)  by  a  nationally  recognized  rating  agency, 
exce  pt  tliat  industrial  development  bonds  in  these  categories  shall  be 
lif’iiteHl  to  ‘p'lblic  ownership"  industrial  development  Ixmds  ([£.,  those 
lax  exempt  bonds  v;here  the  issuer,  or  the  governmental  unit  on  behalf 
of  which  the  bonds  are  issued,  is  the  so'e  owner,  for  federal  income  tax 
purpf>sos,  of  the  financc’d  facility  (such  as  airpoas  and  mass  eomnmtinfr 
facilities)). 

b.  Mortgage- related  securities  (obligatiorus  secured  by  or  reprc"'  nting 
intc'ieest  in  1-4  family  re.sidcntial  real  estate),  rated  as  invest  lu  qualiri? 

{ i.e.,  in  one  of  the  top  4  categories)  by  a  nationally  recognized  rating 
ag<>n<..e. 

c.  Co  i-.erdal  papw  that  is  exempt  from  registration  and  prosjx'Ctns 
requii  cmenls  of  tia  S.fi.C.  pursuant  to  the  Securities  Act  of  1R3,‘1  and 
that  is  short  term,  of  i>rinic  quality,  t  ’<  issued  in  denominations  no 
siraller  tliau  $!t!0,0t)()." 

"U.  Ca[>ital  Investment 

2.  Kacli  Aj'plicaiit’s  invostinent  in  an  underwriting  subsidiary  and  the 
assets  of  the  uiuh-rwriting  snbsidiaiy  shaJl  be  excluded  in  delm  niining 
the  hohiing  eotnpany’s  consolidated  primary  capital  under  the  lioard's 
('a})ital  Adequacy  Ooiclelines." 


"C.  Cafiital  Adeqiuay 


3.  The  uiulerwrititig  subsidiary  shall  maintain  at  all  times  capital  ade- 
tiuate  to  support  its  activity  and  cover  reasonably  expected  expenses 
and  losses  in  accordance  with  indii.stry  norms. 

4.  ai’.ts  .shall  .snhmit  ca’arterly  to  the  f'ederal  Keserve  Hank  of  .Nevw; 


'.Aiiiliiiriiv  Ii,  iiiwIciwiii'iitKl  ili'al  m u>nsiiinor  m I’lvabliMTlalod  sixiinti*-s  was  iml  iii<  iiiitcti  inihr 
Ajml  IDS7  ( iiili-i  This  aiitlhd  ity  wits  in  a  .vparate  (>rdt*r  in  May  1DS7 
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York  FOCUS  reports  filed  with  the  \asd  or  other  self-regulatory  organi- 
iiatioas,  and  detailed  information  breaking  down  the  underwriting  sub¬ 
sidiaries'  business  with  respect  to  eli^ble  and  ineligible  securities,  in 
order  to  permit  monitoring  of  the  underwriting  subsidiaries'  compliance 
with  the  provisions  of  this  Order.” 

■■[).  Credit  Extensions  by  Lending  Affiliates  to  Customers  of  the  Under¬ 
writing  Subsidiary 

5.  No  Applicant  or  subsidiary  shall  extend  credit,  issue  or  enter  into  a 
stand-by  letter  of  credit,  asset  purchase  agreement,  indemnity,  insur¬ 
ance  or  other  facility  that  might  be  viewed  as  enhancing  the 
creditworthiness  or  marketability  of  an  ineligible  securities  issue  under¬ 
written  by  an  affiliated  underwriting  subsidiary, 
d.  .No  lending  affiliate  of  an  underwriting  subsidiary  shall  knowingly 
extdid  credit  to  a  cu.stomer  secured  by.  or  for  the  purpose  of  purchas¬ 
ing,  any  ineligible  security  that  an  affi*  ited  underw'riting  subsidiary 
underwrites  during  the  period  of  the  underwriting,  or  to  purchase  from 
tlio  underwriting  subsidiary  any  ineligible  security  in  which  the  under- 
wiiting  subsidiary'  makes  a  market.  This  limitation  extends  to  all  cus- 
tomc'rs  of  lending  affiliates,  including  brokers-dealcrs,  and  unaffiliated 
banks,  but  docs  not  include  lending  to  a  broker-dealer  fi  the  purchase 
of  securities  where  an  affiliated  bank  is  the  clearing  bank  for  such  bro¬ 
ker-dealer. 

7.  No  Applicanl  or  any  of  its  subsidiaries  may  make  loans  to  issuers  of 
ineligible  securities  underwritten  by  an  affiliated  underw'riting  subsidi- 
ai  y  for  the  puipi  '  of  the  payment  of  principal  and  interest  on  such 
seeuritie.s.  To  assure  compliance  with  the  foregoing,  any  credit  lines 
extended  to  an  issuer  by  any  lending  subsidiary  of  the  bank  holding 
company  shall  provide  for  .substantially  different  timing,  terms,  condi¬ 
tions  and  maturities  from  the  ineligible  securities  being  underwritten.  It 
would  be  elear,  for  example,  that  a  credit  has  substantially  different 
terms  and  timing  if  it  is  for  a  documented  special  purjxjse  (other  than 
the  payment  of  principal  and  interest)  or  there  is  sub.stantial  participa¬ 
tion  by  other  lenders. 

8.  Each  Applicant  shall  adopt  appropriate  procedures,  including  mainte¬ 
nance  of  necessary  documentary  records,  to  assure  that  any  extensions 
of  ci  edil  to  issuei's  t»f  ineligible  securities  underwritten  or  dealt  in  by  an 
unck  rwriting  subsidiary  are  on  an  arm’s  length  basis  for  purposes  other 
tlian  payment  of  principal  and  interest  on  the  issuer’s  ineligible  securi¬ 
ties  being  undei-written  or  dealt  in  by  the  subsidiary.  An  extension  of 
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credit  is  considered  to  be  on  an  arm’s  length  basis  if  the  terms  and  condi¬ 
tions  are  substantially  the  same  as  those  prevailing  at  the  time  for  cont- 
parable  transactions  with  issuers  whose  securities  are  not  underwritten 
or  dealt  in  by  the  underwriting  subsidiaries. 

9.  The  requirements  relating  to  credit  extensions  to  issuers  noted  in 
paragraphs  5-8  above  shall  also  apply  to  exteasions  of  credit  to  parties 
that  arc  m^uor  users  of  projects  that  arc  rmanced  by  industrial  revenue 
bonds." 

"E.  Limitations  to  Maintain  Separateness  of  an  Underwriting  Afniiate's 
Activity 

10.  There  will  be  no  officer,  director,  or  employee  interlocks  between  aa 

underwriting  subsidiary  and  any  of  the  holding  company’s  bank  or  I 

tlirift  .subsidiaries.  The  underw’riting  subsidiary  will  have  separate 
offices  from  any  affiliated  bank.” 

I 

‘‘F.  Disclosure  by  the  Underwriting  Subsidiary 

1 1 .  An  un.  ^  .’iwriting  subsidiary  will  provide  each  of  its  customers  with  ai 
siweia!  disclosure  statement  describing  the  difference  between  the 
underwriting  subsidiary  and  its  banking  affiliates  and  pointing  out  an 
affiliated  bank  could  be  a  lender  to  an  issi  :t  and  referring  the  customer 
to  the  disclosure  documents  for  details.  The  statement  shall  also  indic^e 
that  the  obligations  of  the  underwriting  subsidiary  are  ii  those  of  any- 
affiliated  bank  and  that  the  bank  is  not  responsible  for  securities  sold  by 
the  underwriting  subsidiary.  The  underwriting  subsidiary  should  dis¬ 
close  any  material  lending  relationship  between  the  Lssuer  and  a  bank  or 
lending  affiliate  of  the  underwriting  subsidiary  as  required  under  the 
securities  laws  and  in  every  case  whether  the  proceeds  of  the  issue  will 
be  used  to  repay  outstanding  indeoledness  to  affiliates. 

12.  No  underwriting  subsidiary  nor  any  affiliated  bank  or  thrift  institu¬ 
tion  will  engage  in  advertising  or  enter  into  an  agreement  stating  or  sugf- 
gesting  that  an  affiliated  bank  is  responsible  in  any  way  for  the 
underwriting  subsidiary’s  obligations. 

13.  No  bank  or  thrift  affiliate  of  the  underwriting  subsidiary  wi’  act  as. 
agent  for,  or  engage  in  marketing  activities  on  behalf  of,  the  underwrit¬ 
ing  subsidiaries.  In  this  regard,  prospectuses  and  sales  literature  of  an 
underwriting  subsidiary  may  not  be  distributed  by  a  bank  or  thrift  affil¬ 
iate;  nor  should  any  such  literature  be  made  available  to  the  public  at 
any  offices  of  any  .such  affiliate,  unle.s.s  specifically  requested  by  a 
customer.” 
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“G.  Investment  Advice  by  Bank/Thrift  Affiliates 

14.  An  affiliated  bank  or  thrift  institution  may  not  express  an  opinion 
with  respect  to  the  advisability  of  the  purchase  of  ineligible  securities 
underw  ritten  or  dealt  in  by  an  underwriting  subsidiary  unless  the  bank 
or  thrift  affiliate  notifies  the  customer  that  its  afflliated  underwriting 
subsidiary  is  underwriting  or  making  a  market  in  the  security.” 

••|I.  Conflicts  of  Interest 

15.  No  Applicant  nor  any  of  its  subsidiaries,  other  than  the  underwriting 
subsidiary,  .shall  purcha.se,  as  principal,  ineligible  securities  that  are 
underwTitten  by  the  underwriting  subsidiary  during  the  period  of  the 
underwriting  and  for  60  days  after  the  close  of  the  underwriting  period, 
or  shall  purchase  from  the  underwriting  subsidiary  any  ineligible  secur¬ 
ity  in  which  the  underwriting  subsidiary  makes  a  market  except  that,  in 
the  case  of  ineli^ble  securities  that  are  being  is.sued  in  a  simultaneous 
cross-border  underwriting  in  which  the  underwriting  subsidiary  and  a 
foreign  affiliate  or  affiliates  are  participating,  such  securities  may  be 
purchased  or  sold  pursuant  to  an  intersyndicate  agreement  for  the 
period  of  the  underwriting  where  the  purchase  or  sale  results  from  bona 
fide  indications  of  interest  from  customers.  Such  purchases  or  s:  -s  shall 
not  be  made  for  purposes  of  providing  liquidity  or  capital  suppo:  i  to  the 
underwriting  subsidiary  or  otherwise  to  evade  the  requirements  of  this 
Order.  An  underwriting  subsidiary  shall  maintain  documentation  on 
such  transactions.- 

16.  No  Applicant  nor  any  of  its  bank,  thrift,  or  trust  or  investment  advi¬ 
sory  company  subsidiaries  shall  purchase,  as  a  tnistee  or  in  any  other 
fiduciary  capacity,  for  accounts  over  which  they  have  investment  dis¬ 
cretion  ineligible  securities 

(i)  underwritten  by  the  underwriting  subsidiary  as  lead  undirrwriter  of 
syndicate  member  during  the  period  of  any  underwriting  or  .selling  syn¬ 
dicate,  and  for  a  period  of  GO  days  after  the  termination  th  of,  and 

(ii)  from  the  underwriting  subsidiary  if  it  makes  a  market  in  that  .secur¬ 
ity,  unless,  in  either  case,  such  purchase  is  specifically  authorized  under 
the  instmment  creating  the  f  iduciary  relationship,  by  court  order,  or  by 
the  law  of  the  jurisdiction  under  which  the  trust  is  administeri'd. 

17.  An  underwriting  subsidiary  may  not  underwrite  or  dea'  in  any  ineli¬ 
gible  sceiirilies  issued  by  its  affiliates  or  representing  intcrc'sts  in,  or 
secured  by,  i.bligation.s  originated  or  sponsored  by  its  affiliate  (exc-ept 
for  grantor  trusts  or  special  purpose  corporations  created  to  facilitate 


-Thi.s  rin'wall  was  nwidifitsl.  as  iibdVf.  in  a  Jiuuiar>'  UlSMi  Ihiarri  Onk-r. 
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underw  riting  of  securities  backed  by  reside:  ‘ial  mortgages  orii^atrd  by 
a  non-affiiiated  lender)  unless  such  securities  are  rated  by  an  unaffili- 
ated,  nationally  recognized  rating  organization  or  are  issued  or  guaran¬ 
teed  by  the  Fc^'ral  National  Mortgage  Association,  the  Federal  Home 
Loan  Mortgage  Corporation,  or  the  Government  National  Mortgage 
Association  or  represent  interests  an  securities  issued  or  guaraittced  by 
such  agencies.  ' 

18.  No  bank  or  thrift  shall,  directly  or  indirectly,  for  its  own  arrount, 
purchase  financial  aasets  of  an  affiliated  underwriting  subsidiary  or  a 
subsidiary  thereof  or  sell  such  assets  to  the  underwriting  subsidiary  or 
subsidiary  thereof.  Tills  limitation  shall  not  apply  to  the  purchase  and 
sale  of  I  I.S.  Treasury  securities  or  direct  obligations  of  the  Canadian  fed¬ 
eral  government  that  are  not  subject  to  repurchase  or  reverse  r<t>ur- 
chase  agreements  between  the  underwriting  subsidiary  and  its  bank  or 
thrift  affiliates.'” 

“I.  Limitations  to  Address  I*os.s;ble  Unfair  Competition 

19.  No  lending  affiliate  of  an  underwriting  subsidiary  may  dLsrkKC  to 
the  underwriting  subsidiary  any  nonpublic  customer  information  wm- 
sis»  ing  of  an  evaluation  of  the  creditworthiness  of  an  i:ssucr  or  other  ttLV 
tonier  of  the  underwriting  subsidiary  (other  than  as  required  by 
securities  laws  and  with  the  issuer’s  consent)  and  no  officers  or  employ¬ 
ees  of  the  underwriting  subsidiary  may  disclose  such  information  to  its 
affiliatc.s.” 

'M.  Formation  of  Subsidiaries  of  an  Underwriting  Subsidiary  to  Eng?gc 
in  Underwriting  and  Dealing 

20.  Pursuant  to  Regulation  Y,  no  corporate  reorganization  of  an  undi'i  - 
writing  subsidiary,  such  as  the  establishment  of  subsidiaries  of  tlie 
underwriting  subsidiary  to  coniluct  the  activities,  may  bi*  consummated 
without  prior  Board  approval.” 


'1  Ills  firi’iviUI  waMn<idirH-d.  us  atiovL',  in  a  SeptrtnlxT  liWSI  llourdOrdir. 

‘This  tiri'M';ill  was  modirird.  as  above,  in  .l;initar>'  mSf)  and  .laniiary  iUSO  IVsinl  (Vdors. 
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'this  u|)|K‘iidix  quotes  the  firowail  nxiuiromt'ius  applicable  to  Stciion  20 
companies  authorized  by  the  lioard  to  underwrite  and  deal  in  c(*r|K>rate 
debt  and  ixjuity  securities.  These  requirements,  first  promulgated  in 
Jaiiuary  1980,  apply  to  all  ineligible  securities  activities  carried  v)ut  i.T 
lh<»se  Section  20  firms,  not  jitst  ct)rp»)rale  debt  and  rxiuity.  At  the  pre¬ 
sent  time,  no  Section  20  company  has  bcvn  permitted  to  ctunmence 
underwriting  and  dealing  in  coriM>rate  cKiuities. 

“A.  Capital  Adequa-  y  Conditiun.s 

l{a).  In  determining  compliance  with  the  Hoard's  Capital  Adequacy 
Guidelines,  each  Applicant  shall  di'duct  from  its  consolidated  primary- 
capital  any  invi'stment  it  makes  in  the  underwriting  subsidiary  that  is 
treated  as  capital  in  the  underwriting  subsidiary.  In  accordance  with  IIk' 
risk-based  cotn()omMit  of  the  Board's  Capital  Guiilelinc's,  Applicant  shall 
deduct  50  fercent  of  the  amount  of  tiny  investment  in  the  underwrittng 
subsidiary  from  Tier  1  capital  and  50  percent  from  Tier  2  capital.  In 
ca.lciilating  primary'  capital  and  risk-ba.scd  capital  ratios.  Applicant 
should  also  exclude  the  underwriting  subsidiary's  assets  from  the  hidd- 
ing  company’s  consolidated  assets. 

(b).  Applicant  shall  also  deiluct  from  its  regulatory  capital  any  cre-dit  it 
or  a  nonbank  subsidiary  extends  directly  or  indirectly  to  tie'  undcrvvTit- 
ing  subsidiary  unless  the  extension  of  credi*  is  fully  .secured  by  US. 
Treasury  securities  or  other  mark<'tal>Ie  .seeuritie’s  and  is  collateralize  d 
in  the'  same  nianiwr  and  to  the  same  extent  as  would  be  required  und  *; 
section  2‘lA(e)  of  the  Federal  Reise'rve  Act  if  the  extension  of  credit  were 
made  by  a  mi'mleer  bank.'  In  the  ease'  of  the  risk-based  component  of  the- 
Beiard’s  Capital  Guideline's,  the  de'ductions  for  unse'curicl  or  not  fuliy- 
se'cun'd  or  inade'quately  collateralized  loans  shall  be  take*n  '>()  [xTcenr 
from  Tier  1  and  5t)  iwrcent  from  Tier  2  as  cle;eeribe'd  above. 
Notv/ilh'itandin}'  the'se  adju.stmemts,  Ai)i>licant  .should  continue  to  main¬ 
tain  ade’e'uate  capital  on  a  fully  consolidale'd  basis. 

2.  No  Apitlie  ant  iu»r  any  of  its  nonbank  subsidiaries  shall,  tlire'cily  or 
indireetly,  provide  any  funds  to,  or  for  the  benefit  ol,  an  underwriting^ 
subsidiary,  whether  in  the  form  of  e  aF'ilal,  secund  or  unsecured  exten¬ 
sions  of  credit,  or  transfer  of  asse'fs,  without  prior  notice  to  and 
app''<wal  by  tlie  Boarel. 

;i.  Ik'fore  coirnicncing  the  ne’w  aetivilies,  e'aeh  App'icant  must  suhnut  to 
the  Board  aeieptable  plans  to  rai.se'  aelditional  capital  as  recjuirid  by  this 
Older  or  elemonstrate  that  it  is  s'  rongly  eapifalize'J  and  will  renmin 
after  making  the  capital  adjt  nts  aiitliorize'el  e>r  nrqiiired  by  this 


'  .Art  ••xlciiMoii  i»f  rm^aits  any  loan,  ytiiaranlri'.  nr  other  form  of  4Te<lit  c\|«isiiri .  iix  iu<hn>;  lU.*v 
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Order.  An  Applicant  may  not  commence  the  proposed  activities  uacil  it 
has  received  a  Board  determination  that  the  capital  plan  satisfies  the 
requirements  of  this  Order  and  has  raised  the  additional  capital  required 
under  the  plan. 

4.  The  underwriting  subsidiary  shall  maintain  at  all  times  capital  ade¬ 
quate  to  support  its  activity  aiid  cover  reasonably  expected  expenses 
and  losses  in  accordance  with  ^'.dustry  norms.** 

“B.  Credit  Extensions  to  Customers  of  the  Underwriting  Subsidiary- 

5.  No  applicant  or  subsidiary  shall  directly  or  indirectly  extend  credit, 
issue  or  enter  into  a  stand-by  letter  of  credit,  asset  purchase  agreesnent, 
indemnity,  guarantee,  insurance  or  other  facility  that  might  be  viewed 
a.s  enhancing  the  creditworthiness  or  marketability  of  an  ineligible 
securities  issue  underwritten  or  distrbuted  by  the  underwriting  subsidi¬ 
ary. 

G.  No  Applicant  or  subsidiary  (other  than  the  ur.der.vriting  subsidBary) 
shall  knowingly  extend  credit  to  a  customer  directly  or  indirectly 
secured  by,  or  for  the  purpose  of  purchasing,  any  ineligible  security  tr;at 
an  affiliated  undcivvriting  subsidiary  underwrites  during  the  period  of 
tlie  underwriting  or  for  30  days  thereafter,  or  U)  purchase  fmm  tlw 
underwriting  subsidiary  any  ineligible  security  in  which  the  underwrit¬ 
ing  subsidiary  makes  a  market.  This  li  .itation  extends  to  all  custcinners 
of  Applicant  and  its  subsidiaries,  including  broker-dealers  and  unaffili¬ 
ated  banks,  but  does  not  include  lending  to  a  broker-dealer  for  the  pur¬ 
chase  of  securities  w’here  an  affiliated  bank  is  the  clearing  bank  for  such 
broker-dealer. 

7.  No  Applicant  or  any  of  its  subsidiaries  may,  directly  or  indirertly, 
extend  credit  to  issuers  of  ineligible  securities  underwritten  by  an  affili¬ 
ated  underwriting  sub.  iary  for  the  purpose  of  the  payment  of  prirci- 
pal,  interest  or  dividcncis  on  such  secir  lies.  To  assure  compliance  with 
the  foregoing,  any  credit  lines  cxtendc*d  to  an  issuer  by  any  bank  bolding 
company  or  any  subsidiary  shall  provide  for  substantially  differt‘rai  tim¬ 
ing,  terms,  conditions  and  matin  itiifs  from  the  ineligible  securities  being 
unden'.’rittcn.  It  would  be  clear,  for  example,  that  a  credit  has  suhsJan- 
tially  different  Urrms  and  timing  if  it  is  for  a  documented  special  pur¬ 
pose  (otlier  than  the  payment  of  principal,  interest  or  dividends)  or 
there  is  substantial  participation  by  other  lenders. 

8.  Each  Applicant  shall  adopt  appropriate  procedures,  induding  mainte¬ 
nance  of  nece.s.sary  documentary  records,  to  as.sure  that  any  extension 


‘rnli'ss  stait'd.  tht'se<'f>nditioas  shall  apply  to  a  sithsiiiiary  of  a  bank  r»r  thrift  iiistuiNin  to 

th<’  .siinu*  (>xt(^nt  its  they  apply  to  the  bunk  t>r  thrih  iastitiition. 
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of  credit  by  it  or  any  of  its  subsidiaries  to  issue;.'  of  ineli.tible  .seoirities 
liiiderwritteit  or  dealt  in  by  an  underwriting  subsidiary  are  on  an  arm's 
length  biLsis  for  purposes  other  than  payment  of  principal,  interest,  or 
dividends  on  the  issuer’s  ineligible  securities  being  underwritten  or  dealt 
in  by  the  underwriting  subsidiary.  An  extension  of  credit  is  considered 
to  be  on  an  arm's  length  basis  if  the  temu  and  conditions  are  substan¬ 
tially  the  .same  as  those  prevailing  at  the  time  fur  comparable  transac¬ 
tions  with  issuers  whose  securities  are  not  underwritten  or  dealt  in  by 
the  underwriting  subsidiary. 

9.  In  any  transaction  involving  an  underwriting  subsidiary.  Applicants' 
thrift  subsidiaries  shall  observe  the  limitations  of  sections  23A  and  23B 
of  the  Federal  Reserve  Act  as  if  the  thrifts  were  banks. 

10.  The  requirements  relating  to  credit  extensions  to  issuers  noted  in 
paragraphs  5-9  above  shall  also  apply  to  extensions  of  credit  to  parties 
that  are  major  asers  of  proJcHts  that  are  financed  by  industrial  revenue 
bonds. 

1 1 .  Applicants  shall  cause  their  subsidiary  banks  and  thrifts  to  adopt 
policies  and  pnK'edures,  including  appiopriate  limits  on  exposure,  to 
govern  their  participation  in  financing  transactions  underwritten  or 

ai  ranged  by  an  under%vriting  subsidiary  as  set  forth  in  this  Order.  The 
Reserve  Hanks  shall  ensure  that  these  policies  and  procedures  are  in 
place  at  Applicants'  subsidiary  banks  ^nd  thrifts  and  Applicants  shall 
assure  that  loan  dwumentation  is  available  for  review  by  Reserve 
Hanks  to  eicsure  that  an  independent  and  thorough  credit  evaluation  has 
been  undert;t';en  in  connection  with  bank  or  thrift  participation  in  such 
financing  packages  and  that  such  lending  complies  with  the  require¬ 
ments  of  this  Order  and  section  23B  of  the  Federal  Reserve  Act. 

12.  Applicants  should  also  establish  appropriate  policies,  prixredurcs, 
and  limitations  regarding  exposure  of  the  holding  company  on  a  consoli¬ 
dated  basis  to  any  single  customer  whose  .securities  arc  underwritten  or 
dealt  in  by  the  underwriting  sub.ddiary.” 

“C.  Limitations  to  .Maintain  Separateness  of  an  Underwriting  Affiliate's 
•Activity 

13.  There  w  ill  be  no  officer,  director,  or  employee  interlocks  betw'oen  an 
underw  riting  subsidiary  and  any  of  the  holding  company’s  bank  or 
thrift  subsidiaries.  The  underwriting  subsidiary  will  have  sc'parate 
offices  from  any  affiliated  bank  or  thrift.'  ” 
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"D.  Disclosure  by  the  linderwrit’ng  Subsidiary 

14.  An  underwritiitg  subsidiary  will  provide  each  of  its  customers  with  a 
special  disclosure  statement  describing  the  difference  between  the 
underwriting  subsidiary  and  its  bank  and  thrift  affiliates  and  pointing 
out  that  an  affiliated  bank  or  thrift  could  be  a  lender  to  an  issuer  and 
refen'ing  the  customer  to  the  disclosure  documents  fur  details.  In  addi¬ 
tion  the  statement  shall  state  that  securities  sold,  offered,  or  recom¬ 
mended  by  the  underwriting  subsidiery  are  not  deposits,  are  not  insured 
by  the  Federal  Deposit  Insurance  Corporation  or  the  Federal  Savings 
and  Loan  Insurance  Corporation,  are  nov  guarantee  '  by  an  affiiiaied 
bank  or  thrift,  and  are  not  otherwise  an  obligation  or  responsibility  of 
such  a  bank  or  thrift  (unless  such  is  the  case).  The  underwriting  subsidi¬ 
ary  should  also  disclose  any  material  lending  relationship  between  the 
i.s.suer  and  a  bank  or  lending  affiliate  of  the  underwriting  subsidiary  as 
required  under  the  securities  laws  and  in  every  case  whether  the  pro¬ 
ceeds  of  the  i.ssue  will  be  used  to  repay  outstanding  iiidebtc'dness  to 
affiliates." 

"K.  .Marketing  Aclivities  on  Behalf  of  an  Underwrii  ing  Subsidiary 

15.  No  underwriting  subsidiary  nor  any  affiliated  bank  or  thrift  institu¬ 
tion  will  engage  in  advertising  or  enter  into  an  agreement  stating  or  sug¬ 
gesting  that  an  affiliated  bank  or  thrift  is  responsible  in  ly  way  for  the 
underwriting  subsidiary’s  obligations  as  required  under  section  23B  of 
the  Federal  Reserve  Act. 

Ifi.  No  bank  or  thrift  affiliate  of  the  undei^vriting  subsidiary  will  act  as 
agent  for,  or  engage  in  marketing  actit  ities  on  behalf  of,  the  underwrit¬ 
ing  subsidiary.'  In  this  regard,  prospectuses  and  sales  literature  relating 
to  secu’  ities  being  underwritten  or  dealt  in  by  an  underwriting  subsidi¬ 
ary  m; .  not  be  distributed  by  a  bank  or  thrift  affiliate;  nor  should  any 
such  literature  be  made  available  to  the  public  at  any  offices  of  any  such 
affiliate,  unless  specifically  requested  by  a  customer." 

"F.  Investment  Advice  by  Bank/Thrift  Affiliates 

17.  An  affiliated  bank  or  thrift  institution  may  not  express  an  opinion 
on  the  value  or  the  advisability  of  the  purchase  or  the  sale  of  ineligible 
securities  underwritten  or  dealt  in  by  an  affiliated  underwriting  subsidi¬ 
ary  unless  the  bank  or  thrift  notifies  the  c.istomer  that  the  underwriting 
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subsidiary  is  undonvritinjj.  making  a  market,  distributing  or  dt'aling  in 
the  security. 

18.  No  Applicant  nor  any  of  its  bank,  thrift,  or  trust  or  investment  advi¬ 
sory  subsidiaries  shall  purchase,  as  a  trustee  or  in  any  other  fiduciary' 
capacity,  for  account;;  over  which  they  have  investment  discretion  ineli¬ 
gible  securities  (a)  underwritten  by  the  underw'iiting  subsidiar>'  as  lead 
underwriter  or  syndicate  member  during  the  period  cf  any  underwriting 
or  selling  syndicate,  and  for  a  period  of  60  days  after  the  termination 
thereof,  and  (b)  from  the  underwriting  subsidiary  if  it  makes  a  market 
in  that  security,  unless,  in  either  case,  such  purchase  is  specifically 
authoriz,.d  under  the  instnimcnt  creating  the  fiduciary  relationship, 
court  order,  or  by  the  law  of  the  jurLsdiction  imder  which  the  trust  is 
administered." 

“G.  E.vtensions  of  Credit  and  I’urchases  and  Sales  of  Assets 

19.  No  Applicant  nor  any  of  its  subsidiaries,  other  than  the  underwriting 
subsidiary,  shall  purchase,  as  p’.  incipal,  ineligible  securities  that  are 
underwritten  by  the  underwriting  subsidiary  during  the  period  of  the 
underwriting  anil  for  60  days  after  the  close  of  the  underwriting  period, 
or  shall  purchase  from  the  nnderwriliiig  subsidiary  any  ineligible  secur¬ 
ity  in  which  the  underwriting  subsidiary  makes  a  market  except  that,  in 
the  case  of  ineligible  securities  that  are  being  tesued  in  a  simultaneous 
cross-border  underwriting  in  which  the  underwriting  subsidiary  and  a 
foreign  affiliate  or  affiliates  are  participating,  such  securities  may  be 
purchased  .u  sold  pursuant  to  an  intersyndicate  agreement  for  the 
period  of  the  underwriting  w'here  the  purchase  or  sale  results  from  bona 
fide  indications  of  interest  from  customers.  Such  purchases  or  sales  shall 
not  be  made  for  purixises  of  provi;'  ng  liquidity  or  capital  support  to  the 
underwriting  subsidiary  or  otherwi.se  to  evade  the  requirements  of  this 
Order.  An  underwriting  subsidiary  shall  maintain  documen-ation  on 
such  transactions.’ 

20.  An  underwriting  subsidiary  may  not  underwrite  or  deal  in  any  ineli¬ 
gible  securities  issiu  d  by  its  affiliates  or  reprc.senting  interests  in,  or 
secureil  by,  obligations  originated  or  sponsored  by  its  affiliates  (except 
for  grantor  trusts  or  siiecial  purpose  corporations  created  to  facilitate 
underwriting  of  securities  backed  by  residential  mortgages  originated  by 
a  non-affiliateii  lender)  unless  the  securities  are  rated  by  an  unaffiiiated, 
nationally  recognized  rating  organization  or  are  i,ssued  or  guaranteed  by 
the  Federal  National  Mortigage  Corporation,  or  the  Government  National 
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MoilHa>;c  Asst  viat:»>n  or  ropi  esent  intervsts  in  securities  issued  or  jQuar- 
anteed  b>'  such  ant  ncies." 

2 1(  u ).  Applicants  shall  assure  that  no  bank  or  thrift  subsidiary  shaSL 
directly  or  indirwtly,  extend  credit  in  any  maniK^r  to  an  affiliated 
underwritiiift  subsidiary  or  a  subsidiary  theifof;  or  issue  a  guunuucc, 
acceptance,  or  letter  of  credit,  including  an  endorsement  or  standby  let¬ 
ter  of  credit,  for  the  beneHt  of  the  underwriting  subsidiary  or  asubBidi- 
ar\  t  loreof. 

( b ).  i'bis  prohibition  shall  not  apply  to  an  extension  of  credit  by  a  bonk 
or  thrift  to  an  underwriting  subsidiary  that  is  incidental  to  the  provision 
of  clearing  st'r\  ict's  by  the  bank  or  thrift  to  the  underwriting  subskfiary 
with  resfioct  to  securities  of  the  I’nited  States  or  Canada  or  their  s^jen- 
cies.  or  securities  on  which,  the  principal  and  interest  are  fully  guaran- 
tmi  by  the  I  nited  States  or  Canada  or  their  agencies,  if  the  extension  of 
credit  is  fully  securi*d  by  such  stxnirities.  is  on  market  teims,  and  is 
repaid  on  the  siune  calendar  day.  If  the  intra-day  clearing  of  such  securi¬ 
ties  cannot  be  completed  because  of  a  bona  fide  fail  or  operational  prob¬ 
lem  incidental  to  the  clearing  process  that  is  beyond  the  control  of  the 
bank  or  thrift  and  the  underwriting  subsidiary,  the  bank  or  thrift  may 
coniinu''  the  intra-day  extension  of  credit  overnight  provided  tlie  ervlen- 
sion  of  crcdii  is  fully  secured  as  to  principal  and  interims!  as  destrilied 
above,  is  on  market  terms,  and  is  repaid  as  early  as  possible  on  the  next, 
business  day.* 

22  No  bank  or  thrift  shall,  directly  or  indirectly,  for  its  own  acioiim. 
purchase  financial  assets  of  an  affiliated  underwriting  subsidiary  or  a 
subsidiary  thereof  or  si'll  such  assets  to  the  underwriting  subsidiary  or 
subsidiary  thiTeof.  This  limitation  shall  not  apply  to  the  purcliasi*  and 
sale  of  1  ’.S.  Trea.siiry  securitic's  or  direct  obligations  of  the  Canadian  fixl- 
eral  goveniineiit  that  are  not  subject  to  repiirchasr  or  reverse  npiir- 
>  h  ’.sc  agreements  between  the  luiderw  ruing  siibsidiaiy  and  its  bank  or 
thrill  affiliates."' 

"II.  Linutal  ioii.s  on  Transfers  of  Information 

2.1.  .No  bank  or  thrift  shall  disi  lose  to  an  underw  ritingsnbsidiaiy.  n*»r 
sliall  in  umlerwriting subsidiary  dis«.!()s«*  toan  a  filiatiii  bank  or  tlsrift. 
any  nonpiiblic  customer  information  (iiicliidmg  ;m  evaluation  i  f  the 
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creditworthiness  of  an  issuer  or  other  customer  of  that  bank  or  thrift,  or 
underwriting  subsidiary)  without  the  consent  of  that  cos'-  jnwr." 

"I.  ReiJorts 

24.  Applicants  shall  submit  quarterly  to  the  appropriate  Federal 
Reserve  Bank  FOCUS  reports  filed  with  the  NA.SD  or  other  self-regulatory 
organizations,  and  detailed  information  breaking  down  the  umSerwriting 
subsidiaries*  business  with  respect  to  eligible  and  ineligible  securities,  In 
order  to  permit  monitoring  of  the  underwriting  subsidiaries’  compliance 
with  the  provisions  of  this  Order." " 

**J.  Transfer  of  Activities  and  Formation  of  Subsidiarit's  of  an  I'ndcr- 
w  riting  Subsidiary  to  Engage  in  Underwriting  and  Dealing 

25.  The  Boiu-d’s  approval  of  the  proposed  undervriting  and  dealing 
activities  extends  only  to  the  subsidiaries  described  above  for  which 
approval  has  been  sought  in  the  instant  applications.  The  activities  may 
mtt  be  conducted  by  Applicants  in  any  other  subsidiary  withoc?'  prior 
Board  review.  Pursuant  to  Regulation  Y,  no  corporate  rcorgar  .  -.tion  of 
an  underwriting  subsidiary,  such  as  the  establishment  of  suIjs.'  iiarics  of 
the  undenvriting  subsidiary  to  conduct  the  activities,  nt .  y  be  consum¬ 
mated  without  prior  Board  approval.” 

"K.  Limitations  on  Reciprocal  Arrangements  and  Discriminatory 
Treatment 

’Z*>.  No  Apr  iic;e  nor  any  of  its  subsidiaries  may,  directly  or  Lrdircctly 
enter  into  any  reciprocal  arrangement.  A  reciprocal  arrangement  means 
any  agreement,  undei-standing,  or  other  arrangement  under  wf.ich  one 
bank  holding  company  (or  subsidiary  thereof)  agrees  to  engage  in  a 
iran.sai  lion  with,  or  on  behalf  of,  another  bank  iiolding  company  (or 
-subsidiarj'  thereof),  in  exchange  for  the  agreement  of  the  .scroctd  bank 
Iiolding  company  (or  any  subsidiary  thereof)  tf)  engage  in  a  transaction 
w  ith.  or  on  behalf  of,  t  Ik*  first  bank  holding  company  (or  any  sjubsidiarj' 
thereof)  for  the  purj.M)se  of  evading  any  requirement  of  this  0.rder  or 
any  oroliibition  on  transactions  between,  or  for  the  benefit  of.  affilbttes 
of  banks  established  pursuant  to  federal  banking  law  or  roguFatiom 
27.  No  bank  or  thrift  affiliate  of  an  underwriting  subsidiary  shall, 
directly  or  indirectly: 
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( a )  acting;!  alone  or  with  others,  extend  or  deny  credit  or  services  (includ¬ 
ing  clearing  services),  or  vary  the  terms  or  conditicuns  thereof,  if  the 
effect  of  such  action  would  be  to  treat  an  unaffiliated  securities  firm  less 
favorably  ttian  its  affiliated  underwriting  subsidiary,  unless  the  bank  or 
thrift  denion.strates  that  the  extension  or  denial  is  based  on  olyective 
criteria  and  is  c*onsLstent  with  sound  business  practices;  or 

( b )  extend  or  deny  credit  or  services  or  vary  the  terms  or  conditions 
thereof  with  the  intent  of  creating  a  competitive  advantage  for  an 
underwriting  subside  try  of  an  affiliated  bank  holding  company." 

•‘L,  Requin-ment  for  Supervisory  Review  Before  Commencement  <rf 
Activities 

28.  .-Vn  Applicant  may  not  commence  the  proposed  debt  and  equity 
sccurit  ies  imderwriting  aitd  dealing  activity. ..  until  the  Board  has  t  .er- 
luined  that  the  Applicant  has  established  policies  and  procedures  U> 
ensure  compliance  with  the  requirements  of  th  Order,  including  com¬ 
puter.  audit  and  accounting  systems,  internal  ri.sk  management  controls 
and  the  tH'ces.sary  operational  and  managerial  infrastructure.  In  this 
regard,  the  Board  will  review  in  one  year  whether  Applicants  may  com¬ 
mence  uudenvriting  and  dealing  in  equity  sec  urities  based  on  a  determi¬ 
nation  by  the  Hoard  that  they  have  established  the  managerial  and 
o{x*ratioual  infrastructure  and  other  policies  and  procedures  necessary 
to  comply  with  the  requiremenUs  of  this  Order." 
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Mr.  Richard  L.  Roqel 
Assistant  Comptroller  General 
United  States  General  Accounting  Office 
Washington,  D.C.  20548 

Dear  Mr.  Fcgel: 

This  is  in  response  to  your  letter  of  December 
22r.d  to  Chairman  Greenspan  enclosing  for  our  review  and 
comment  a  draft  report  “Bank  Powers;  Activities  of 
Securities  Subsidiaries  of  Bank  Holding  Companies*.  Cur 
staff  subsequently  conveyed  some  suggestions  for  editorial 
and  technical  changes  to  your  staff  in  oral  discussions  and 
we  understand  that  these  changes  will  be  incorporated  in  the 
final  report.  Except  for  these  suggestions  for  language 
changes,  the  staff  found  the  report  to  be  satisfactory. 

If  you  have  any  further  questions  with  respect  to 
this  matter,  please  call  Robert  S.  Plotkin,  Assistant 
Director,  452-2782. 


Very  truly  yours, 


■Frederick  M.  Struble 
Associate  Director 
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supplementing  those  m  the 
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Comptroller  of  the  Currency 
Administretor  of  Neilonel  Benks 

Washington,  0  C.  20219 
February  7,  1940 


Mr.  Richard  L.  Fogel 
Assistant  Comptroller  General 
General  Government  Division 
United  States  General  Accounting  Office 
Washington,  D.C.  20548 


Dear  Mr.  Fogel: 

We  have  reviewed  your  draft  of  a  proposed  report  entitled  Bank 
Powers:  Activities  of. Securities  Subsidiaries  of  Bank  Holding 
Companies .  The  study  reviews  the  principal  legislation  affecting 
the  securities  powers  of  bank  affiliates.  It  discusses  the 
reasoning  bclilnd  the  Federal  Reserve  Board's  (Board)  decis'on  to 
allow  banks  to  underwrite  "ineilgible  securities”  on  a  limited 
basis  under  Section  20  of  the  Glass-Steagall  Act.  It  ex?  Ines  the 
conflicts  of  interest  that  arise  when  investment  and  con.  rcial 
banking  are  combined.  It  discusses  the  firewalls  that  h? ve  been 
cst.iblished  by  tlie  Board  to  ensure  the  safety  and  soundness  of  the 
banking  system,  to  control  conflict  of  interest  abuse,  and  to 
insulate  the  deposit  insurance  fund  from  risks  associated  with 
ser  jrities  transactions.  The  study  also  includes  statistics  on  the 
volume  of  securitits  activities,  as  well  as  on  the  market 
penetration  of  Section  20  subsidiaries,  and  identifies  seven  areas 
requiring  further  study. 

We  interpret  the  statement  on  page  19  that  the  use  of  a  "separate 
SEC- regulated  subsidiary  and  regulation  of  the  entire  holding 
company  by  the  Federal  Reserve  (are)  essential  in  permitting  the 
affiliation  of  the  banking  and  securities  businesses"  to  be  an 
endorsement  of  the  Federal  Reserve's  view  that  ineligible 
securities  activities  should  take  place  only  within  a  securities 
affiliate  of  a  bank  holding  company.  We  recommend  that  the  draft 
acknowledge  that  there  are  reasonable  alternatives  to  the  affiliate 
structure,  e.g.  securities  underwriting  in  direct  subsidiaries  of 
federally  insured  banks.  A  proper  choice  among  alternative 
orqani zat iona I  structures  could  be  made  once  the  costs  and  benefits 
of  each  are  weighed.  Looking  at  alternative  organizational 
structures  might  be  included  in  your  list  of  topics  for  furthe 
study . 
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!Sio«  on  pp  15-17 

Similarly,  th«  study  seems  to  endorse  the  Federal  Reserve's  syste* 
of  firewalls  as  an  effective  means  of  preventing  underwriting  risks 
from  being  transmitted  from  the  securities  affiliate  to  the 
federally  Insured  bank.  There  is  no  discussion  of  safeguards,  suck 
as  customer  protection  rules  administered  by  the  SBC,  that  night 
show  firewalls  to  be  unnecessary  and/or  ineffective.  We  recommend 
that  the  discussion  on  pages  22  and  23  of  the  draft  be  adjusted  to 
recognize  thot  the  need  for  particular  firewalls  be  examined  in 
light  of  their  cost  and  of  other  regulatory  and  starket  safeguards. 

See  comment  3 

In  addition,  the  report  generally  approves  the  Federal  Reserve's  Id 
percent  limit  on  income  from  bank-ineligible  securities 
activities.  We  have  previously  stated  that  we  believe  that  some 
greater  level  of  bank-ineligible  activity  would  be  legally 
permissible  under  Section  20  and  that  it  is  inappropriate  to  set  a 
definitive  level  of  gross  income  as  the  'engaged  principally* 
standard  for  all  cases.  We  have  also  stated  that  tests  other  than 
gross  income  are  legally  permissible  and  should  be  explored  for 
determining  the  meaning  of  "engaged  principally*  under  Section  20. 

We  recommend  that  the  draft  recognize  the  possibility  of 
alternative  approaches  Tor  defining  "engaged  principally"  under 

Section  20. 

See  comment  4 

One  of  the  stated  objectives  of  the  report  is  to  "identify  how  the 
activities  of  Sectiou  20  firms  have  affected  risk  levels  in  their 
respective  bank  holding  companies."  Appendix  II  would  better  meet 
that  objective  by  describing  the  risks  associated  with  securities 
underwriting  and  how  they  compare  with  traditional  risks  and  by 
evaluating  the  impact  and  effects  of  diversification. 

We  also  had  some  comments  of  a  technical  nature  that  wure  provided 
separately  for  your  consideration  in  putting  the  draft  into  final 
report  form. 

Thank  you  for  the  opportunity  to  comment. 

Sincerely, 

Judith^  Walter 

Senior  Deputy  Comptroller  for  Administration 

IU» 
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The  following  are  gao's  comments  on  the  Office  of  the  Comptrcdlcr  of 
the  Currency’s  letter  dated  February  7, 1990. 


GAO  CoiTUnentS  recognized  some  benefits  associated  with  the  holding  com¬ 

pany  structure,  including  the  ability  to  generally  accommodate  the 
expanded  powers  of  banking  organizations  while  organizationally  insu¬ 
lating  federally  insured  activities  from  the  risks  associated  with  the 
expanded  powers.  However,  we  have  not  endorsed  the  holding  comijany 
structure  as  the  only  structure  appropriate  in  the  long  run  to  be  used 
with  the  expan.sion  of  securities  powers  that  may  be  approved  for  bank¬ 
ing  organizations.  We  have  nnodined  our  discussion  of  these  points  in  the 
report  on  pages  12  to  14. 

2.  Our  reptirt  recognizes  that  the  general  intent  of  the  firewalls — insu¬ 
lating  federally  insured  institutions  from  the  risks  associated  with  the 
activities  of  securities  affi.ia.  s — is  appropriate  and  that  they  provide  a 
basis  for  maintaining  regulatory  controls  as  new  powers  arc  being 
phased  in.  Our  work  did  not  include  assessing  the  effectiveness  of  the 
firewalls.  Therefore,  we  have  no  basis  for  endorsing  the  present  set  of 
firewalls  as  a  permanent  feature  of  how  banking  organizations  are 
organized.  Our  draft  report  discii.s.sed  the  need  to  further  study  the  pur¬ 
pose  of  the  firewalls  and  the  potential  regulatory  burden  they  could 
impo.se.  We  expanded  our  discussion  of  this  point  on  pages  15  to  17  of 
the  report. 

3.  We  agree  with  the  Board's  policy  of  the  revenue  limit  as  an  approju  h 
to  phasing  in  bunk-ineligible  securities  activities.  However,  we  have  not 
endorsed  any  definitive  level  of  gross  revenues  as  the  most  proper  inter¬ 
pretation  of  the  “engaged  principally”  clau.se.  The  report  has  been  motli- 
fied  to  recognize  that  alternative  approaches  for  defining  "engaged 
principally”  under  Section  20  of  the  Glass-Steagall  Act  could  be  explored 
once  exfwricnce  can  be  lietl  upon  to  determine  the  impact  of  such 
approaches,  and  once  the  purpo.se  of  the  firewalls  and  other  limitatiori.s 
are  further  clarified.  See  page's  14  and  15. 

4.  A  more  detailed  discussion  of  the  risk  characteristics  of  securities 
activities,  particularly  whe-n  done  within  bank  holding  companies, 
would  no  doubt  be  useful  for  readers.  However,  we  do  not  believe  the 
report  needs  to  be  mtxlified  to  incor{X)rate  additional  mate  '  in  this 
area.  .Appendix  H  discusses  the  nature  of  the  risks  as.sociatcd  with  Sec¬ 
tion  20  .subsidiary  securities  activities  and  re«>gnizes  that  these  activi¬ 
ties  could  allow  bank  holding  companies  the  opiwrtunity  to  reduce  risk 
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through  diversification  of  activities.  Our  report  also  notes  that  the  lim¬ 
ited  time  that  Section  20  firms  have  been  active  does  not  allow  a  (h;ter- 
mination  on  whether  the  new  activities  have  actually  increased  or 
decreased  risk  to  the  holding  company.  See  pages  37  to  39. 
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UNITCO  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

MTASMINGTON.  DC  2094* 


January  26,  1990 


Sr:e  cotnrncnl  1 


Richard  L.  Fogel 
Assii^tant  Coinptrollar  Caneral 
Gent  j1  Governaent  Division 
U.S.  General  Accounting  Office 
Washington,  D.c.  20548 

Dear  Mr.  Fogel: 

Thank  you  for  the  opportunity  to  conaent  on  the  General 
Accounting  Office’s  Deceaiber  22,  1989  draft  report  entitled  Bank 

Comaanies.  My  Office  and  the  staff  of  the  Divisions  of  harr.et 
Regulation,  Enforcement,  and  Investment  Management  have  reviewed 
the  draft  report.  Based  upon  that  review,  a  number  of  technical 
suggestions  have  been  orally  provided.  This  letter  comments  on 
several  issues  addressed  in  the  draft  report  which  are  of 
particular  concern  to  the  Conuaission. 

I  agree  with  your  conclusion  that  requiring  banks  to  conduct 
bank- ineligible  securities  activities  in  subsidiaries,  subject  to 
the  regulai-ory  scheme  for  broker-dealers  which  Congress  designed 
for  the  protection  of  investors,  is  an  essential  condition  to 
permitting  the  affiliation  of  banking  and  securities  firms.  The 
Commission  has  supported  this  requirement  and  has  recommended 
that  any  legislation  to  expand  the  securities  powers  of  banks 
require  banks  to  conduct  most  of  their  new  and  existing 
securities  activities  in  separate  entities  subject  to  full 
CoiTiinission  regulation. 

I  also  agree  with  your  observation  that  another  concern 
raised  by  the  Section  20  arrangement  is  that  no  completely 
comparable  opportunity  exists  for  securities  firms,  to  expand  into 
banking  activities.  Although  securities  firms  could  engaoe  in 
certain  banking  activities  if  the  firms  and  their  parent  holding 
co.Tipanies  complied  with  the  same  banking  regulations  appliceble 
to  banks  and  bank  holding  companies  engaging  in  those  activities, 
this  would  be  impracticable.  It  would  be  much  more  difficult  for 
securities  firms,  which  are  not  organized  within  a  bank  holding 
company  structure,  to  comply  with  these  regulations,  than  it  is 
for  banks,  which  are  already  organised  within  that  structure. 
Accordingly,  consideration  should  be  given  to  amending  the  Bank 
Holding  Company  Act  to  permit  securities  f  .rms  to  own  banks 
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without  subj*cting  th***  firas  and  th*ir  holding  conpanies  to  the 
full  rogulatory  syst*a  applicabl*  to  banks  and  bank  holding 
coapanias. 

In  ord*r  to  accoaaodat*  your  tia*  schodul*,  th*  staff  has 
not  subaittad  this  coaaant  Ic  tar  to  th*  Conaission  for  its 
raviaw.  Again,  I  appraciat*  this  opportunity  to  coaaant  on  tha 
draft  raport. 

Sincaraly, 

L 

Bnniel  L.  Goelzer  j 

Ganaral  Counsel 


I 


j 
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The  following  are  gao’s  comments  on  the  Securities  and  Exchange  Com¬ 
mission's  letter  dated  January  26, 1990. 


GAO  Comments 


1 .  We  believe  an  arrangement  for  combining  banking  and  securities  af 
iates  within  the  same  financial  holding  compangr  needs  to  provide  for 
regulatory  controls  over  the  entire  turiding  company  comparable  to  the 
Federal  Reserve's  controls  over  bank  holding  companies.  A  discussion  of 
this  point  has  been  included  in  the  letter.  See  pages  18  to  20. 
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Note  GAO  comments 
supplementing  those  in  the 
report  text  appear  at  the 
end  of  this  appendix 
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January  8,  1990 


Richard  L.  Fogel 
Assistant  Comptroller  Ceneral 
Ge  :^ral  Govarnment  Division 
United  States  General 
Accounting  Office 
Washington,  DC  20548 

RE:  Draft  Report  —  Bank  Powers:  Activities  of  Securities 
Subsidiaries  of  Bank  Holding  Co^tanies 

Dear  Hr.  Fogel: 

The  American  Bankers  Association  ("ABA”)  appreciates  the 
opportunity  to  review  and  comment  on  the  General  Accounting 
Offices  ("GAO")  draft  report  on  bank-ineligible  securities 
activities  carried  out  by  wholly-owned  subsidiaries  of  bank 
holding  companies.  At  the  outset,  the  GAO  is  to  be  commended  on 
the  thorough  effort  given  to  compiling  the  report.  As  the  GAO 
has  recognized,  the  nature  and  extent  to  which  banks  conduct 
securities  activities  through  Section  20  subsidiaries  is  only 
just  evolving.  In  consideration  of  the  infancy  of  those 
activ  :.tle^  and  in  recognition  that  the  viewpoints  of  various 
persons  will  change  as  coi' ’  ort  levels  increase,  the  ABA  believes 
that  the  rei  Tt  sets  out  fairly  the  current  thoughts  of 
interested  persons  regarding  those  activities. 

The  ABA  does,  however,  wish  to  offer  the  following  comments  and 
suggestions  regarding  the  report.  First  and  foremost,  the  ABA 
believes  it  is  important  that  the  report  note  that  the  securities 
industry  has  recently  announced  that  it  no  longer  opposes  repeal 
of  the  Glass-Steagall  Act.  Accordingly,  the  report  should  state 
that  positions  articulated  by  the  securities  industry  and 
contained  in  the  report  may  have  changed. 

Another  issue  involves  the  competitive  concerns  between  the 
banking  and  securities  industries.  The  GAO,  In  its  report,  has 
expressed  the  opinion  that  the  case  for  continued  maintenance  of 
the  firewalls  may  be  much  stronger  when  viewed  in  terms  of 
coEpetitive  concerns  (pp.  21  and  24) .  ABA  agrees  that  the 
extensive  list  of  burdensome  firewalls  does  keep  many  ba  s  from 
coapeting  in  securities  services.  On  the  other  hand,  the  report 
cites,  as  evidence  of  competitive  disadvantages  to  securities 
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See  comment  3. 
Now  pp.  50-52. 


Now  pp.  56  and  57. 
See  com:  .iCnt  3. 


Set  commeni  3 


firas,  th«  fact  that  aecurltlas  flras  conpating  with  Section  20 
subaidiarles  are  not  affiliated  with  banks  ai.d  have  no  coeparabla 
opportunity  to  exv  d  into  bankfng.  The  ABA  disagrees  and  would 
direct  the  GAO's  a'  cention  to  t:  fact  that  several  securities 
fires  own  banks.  A  discussion  of  these  fires'  banking  activities 
would  be  helpful  to  clear  understanding  of  the  issues  involved. 

With  regard  to  the  report's  discussion  on  the  firewall 
prohibiting  banks  froe  supplying  an)’  fore  of  credit  enhancenent 
for  ineligible  securities  to  be  unde  ritten  by  the  underwriting 
subsidiary  (p.  70),  aention  should  also  be  made  that  this 
prohibition  is  unecononical  and  creates  market  inefficiencies  and 
negative  public  perceptions.  Specifically,  custoners  seeking 
credit  enhancements  for  their  securities  to  1  underwritten  by  a 
bank  holding  company  subsidiary  will  have  to  cjo  to  another  bank 
and  inevitably  will  pay  sore  for  the  credit  enhancenent  feature. 
In  addition,  the  public  may  draw  negative  inferences  regarding 
the  worth  of  the  underwritten  securities  if  the  bank  does  not 
I  issue  the  credit  enhancenent  for  securities  being  underwritten  by 
I  its  affiliate. 

The  discussion  regarding  the  prohibition  on  cross-narkeuing 
(p.  79)  should  include  the  thought  that  this  prohibition  is  both 
I  unecononical  and  inefficient.  For  exasple,  customers  that  have  a 
long  history  of  dealing  with  specific  corporate  lending  personnel 
will  rot  be  able  to  u’-e  the  same  bank  holding  company  personnel 
for  its  underv.iting  nec  and  will  have  to  negotiate  separately 
fo..  those  needs  with  oti  '  bank  holding  company  personnel. 
Inefficiencies  are  creat  3  when  such  a  situation  occurs.  As  a 
result,  customers  may  choose  to  go  elsewhere  whei  their 
financial  needs  can  be  addressed  in  one  package.  Competitors  can 
offer  all  these  services  and  more. 

The  firewall  discussion  should  also  include  a  discussion 
regarding  the  affiliate  purchase  restriction  fire’>'all. 
Specifically,  that  firewall  prevents,  under  certain  conditions, 
bank  holding  companies  and  their  affiliates  from  purchasing,  as 
principal,  ineligible  securities  that  are  underwritten  by  the 
Section  20  subsidiary.  While  that  prohibition  has  been  somewhat 
modified,  as  the  report  recognizes,  in  that  bank  holding 
conpanies  and  their  nonbank  affiliates  may  purchase  less  than  50% 
of  any  debt  issue  privately  placed  by  the  Section  20  subsidiary, 
the  prohibition  is  nevertheless  unnecessary  and  *.  ,  in  fact, 

prove  detrimi'7>tai  to  the  bank's  reputation  in  the  comuunity.  For 
example,  an  underwriting  subsidiary  may  be  engaged  in  a  large 
revenue  bund  offering  in  connection  with  construction  at  the 
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local  airport.  Normally,  a  bank,  as  a  — mbar  of  that  conmunlty, 
would  b«  axpactad  to  purchass  part  of  that  offering  for  its  own 
portfolio.  However,  the  prohibition  against  purchasing 
securities  underwritten  by  the  underwrlt'ng  subsidiary  would 
d'.prive  the  bank  from  participating  ir  che  project  and, 
consecpiently,  may  reflect  poorly  on  the  bank's  reputatior.  in  the 
community. 

In  conclusion,  the  ABA  appreciates  the  opportunity  to  review  and 
conunent  on  the  GAO'S  draft  report.  If  you  have  any  questions, 
please  do  not  hesitate  to  contact  our  office. 

Sincerely, 


James  D«  McLaughlin 
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The  following  are  oao’s  comments  on  the  American  Bankers  Associa¬ 
tion's  tetter  dated  January  8. 1990. 


Comments 


1.  The  report  reflects  our  discussions  with  seoirities  indastry  officials. 
Views  of  ihe  Securities  Industry’  Association  on  the  draft  report  are  con¬ 
tained  in  appendix  XVI. 

2.  We  c  larified  our  report  to  show  that  U.S.  securities  firms  generaCy 
cannot  own  ITS.  banks  v,-ithout  themselves  becoming  bank  holding  ex»m- 
panies.  However,  we  pointed  out  that  securities  firms  ow  a  some  non- 
bank  banks  and  do  have  opportunities  to  be  aff;  ated  with  banks 
located  outside  the  ITS.  See  pages  18  and  19. 

3.  Our  discussion  of  the  regulatory  burden  of  firewalls  has  been 
expanded.  (See  pp.  15  to  17.)  Also,  the  points  made  by  the  ABA  have 
been  inc  orporated  into  relevant  i.>ortion.s  of  appendix  Dl. 
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report  text  appear  at  the 
end  ol  this  appendix 
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Mr.  Richard  L.  Fogel 
Assistant  Cosptrollsr  Csnsral 
Csnsral  Accounting  Offics 
Washington,  O.C.  20S4S 

Dear  Mr.  Fogsi: 

Ws  apprsciats  th«  opportunity  to  coMssnt  on  ths  CAO  draft 
report  sntitll^'”  BanX  Powerst  Aetlvitlas  of  Securi»<e« 
SsdiSidiACijJL  r  Bank  Holding  cosoan'  >  belles  the 
report  provid.^  useful  background  Iniorw  'on  on  toe  so- 
called  Sec'  ion  20  securities  affiliates  a  Uhorlzed  oy  the 
Ffcder<  \  Rc  'rrve  Board  in  1987  end  1989.  with  regard  to  the 
coni  inulng  debate  over  the  need  to  repeal  or  refors  the 
Glass-Steagall  Act,  we  also  believe  it  is  noteworthy  that 
the  GAO  did  not  uncover  any  avidenca  of  abuse  or  threats  to 
the  Federal  Deposit  Insurance  Fund  on  the  part  of  Section  20 
affiliates  although  to  us,  these  results  are  not  surprising. 

Most  of  the  infonation  developed  by  the  GAO  is 
sussarized  in  the  ei^t  appendices  ->  ':he  report.  We  have  no 
particular  quarrel  with  the  inforeatio.-i  presented  1  though 
the  discussion  does  focus  exclusively  on  the  comm%  lal 
banking  industry.  We  think  the  report  would  be  Bor>^  useful 
for  publ'c  policy  purposes  if  it  Included  comparable 
inforaation  on  the  securities  industry  where  appropriate. 

Towards  that  end,  ve  suggest  an  additional  appendix  that 
would  review  levels  of  concentration  in  securities 
underwriting  and  nalyze  the  extent  to  which  these 
concentration  rat  is  could  be  dieinished  if  banking 
organizations  were  pereitted  to  •Tonpete.  Certainly  the  high 
levels  of  concentration  in  securities  underwriting  was  a 
oajor  public  policy  concern  on  the  p>rt  of  the  House  and 
Senate  Banking  Coasittees  in  1988  v'  .n  both  Connittees 
approved  legislation  to  sodernize  the  Glass-Steagall  Act. 

Another  appendix  should  be  included  to  describe  the 
current  financial  structure  of  securities  holding  com-  nies 
and  in  particular,  the  degree  of  double-leveraging  betw.aen 
the  parent  and  its  broker-dealer  subsidiaries.  The  aeount  of 
double- leveraging  allowed  securities  fires  is  clearly 
relevant  to  the  debate  over  nany  of  the  restraints  the 
securities  industry  seeks  to  impose  on  bank  holding 
companies  in  the  name  of  competitive  equity.  For  example, 
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See  comment  4 


See  conin  ont  4 


tlM  raquirnantit  that  bank  holding  eoapanias  auat  daduct 
tholr  capital  invaataant  in  thair  sacuritiaa  aubaidiarias 
froa  thair  otm  capital  baaa  la  oftan  juatifiad  on  tha  thaory 
that  it  kaapa  bank-affiliatad  aacuritiaa  firaa  froa  gaining 
a  coapatitiva  advantaga  ovar  unatCiliatad  aacuritiaa  firaa. 
Wa  baliava  a  caratul  raviaw  of  tha  financial  atructu^d  of 
non-bank  affillatad  aacuritiaa  firaa  aill  laad  to  pr  -liaaly 
tha  oppoaita  concluaion  —  tha  FBD'a  currant  capital  rulaa 
placa  bank  affiliatad  aacuritiaa  firaa  at  a  coapatitiva 
d  iaadvan'uaqa . 

Although  tha  raport  ra-' ^baa  no  apacifie  con  . luaiona,  it 
doaa  apall  out  aavan  ara<  that  tha  ragulatora  and  tha 
Congrats  ahould  conaidar  in  datanaining  financial 
restructuring  policy.  Wa  would  auggaat  an  aighth  point  whoaa 
thaaa  la  iaplicit  in  auch  of  tha  aatarlal  in  tha  appandicaa 
but  is  novhara  nada  axplicit.  Tha  point  la  this:  At  aoaa 
level,  fir  valla  hava  a  oarvaraa  affaet.  Bathar  than 
ggjucinq.^  >k.  they  actually  ineraaaa  risk. 

As  exaaplaa.  wa  would  cita  aany  of  tha  oparational 
firewalls  t‘  at  raguira  separata  staffs  and  pravant  b;  Xing 
organizatic  froa  utilizir<;<  thair  noat  mx[  iancad 
personnel  to  overasa  tha  co  Inad  banking/E..wUrities 
activities.  Another  exanpla  is  tha  absolute  prohibition  on  a 
bank  D^kxng  loans  to  its  sacuritiaa  affiliata.  This 
prohibition  could  weaken  tha  overall  atruct  re  r  t' 
banking  organization  during  a  liquidity  crl  Is  s  -:h  as  we 
experienced  in  October  of  1987.  Also,  tha  rt  juir  'ant  that 
aacuritias  activitias  be  conducted  in  separate  affiliates 
(as  opposed  to  a  subsidiary  of  the  bank)  can  actually  weaken 
the  bank  by  noving  profitable  activitias  froa  its  balance 
sheet.  The  assets  cf  tho  securities  affiliate  are  also 
placed  beyond  the  reach  of  the  FDIC  In  tha  event  the  bank 
itself  falls. 

On  a  more  general  level,  we  would  argue  that  excessive 
firewalls  will  discourage  aany  banking  organizations  froa 
diversifying  their  acidities,  thereby  incurring  Dora  risk. 
If  banks  are  not  allowed  to  follow  the  natura.l  evolution  of 
the  banking  business  into  the  securities  rarkets,  they  will 
be  conpalled  into  a2Ucing  riskier  loans  to  narginal  borrowers 
in  order  to  recapture  their  lost  profits.  This  is  a  foraula 
for  risk,  not  less  risk. 
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See  commeni  5 

Now  pp  10  20 

Point  2  m  the  draft  is  now 

point  3  and  begins  on  p 

14 


See  comment  6 


No.v  pp  15-17 


After  the  debacle  of  tbe  thrift  Industry,  It  is  clear 
that  the  Conqress  and  the  regulators  need  to  look  at 
financial  legislation  in  the  li^bt  of  its  risk  to  the  tax¬ 
payers.  It  <7oes  not  follow,  bo^  /er,  that  the  nost  cautious 
policy  la  R  oessarily  the  safes'.,  indeed,  there  are  cases 
wfiere  doing  nothing  can  be  tbs  risViest  of  all  policies.  He 
think  dass-Steagall  refom  is  clc  rly  one  of  those  cases. 

Relaxing  nost  of  the  rederal  Reserve  Beard's  fire-walls 
inposed  on  Section  20  securities  affiliates  will  strengthen 
and  not  weaken  our  financial  systen  and  provide  less  risk  to 
the  nation's  tax-payers. 

He  also  have  nose  obsex'vatlons  on  two  of  your  seven 
points  listed  on  pages  19  through  24.  Point  2  starts  with 
thv^  unassailable  proposition  that  "It  is  important  to  be  as 
clear  as  possible  about  the  purpose  of  firewalls."  It  then 
goes  on  to  discuss  tbe  prohibition  against  a  bank  issuing 
guarantees  on  issues  underwritten  by  its  securities 
affiliate.  The  repov.  correctly  states  that  "On  risk 
grounds,  the  need  f  the  firewall  can  be  questioned.  If  the 
gi  arantee  is  pricec*  wrrectly,  the  bank  wov'd  be  no  sore 
e}>;  osed  to  rink  l  y  the  guarantee  than  if  tt  bank  slaply 
m  a  lean  to  the  company."  Tbe  report  thei>  suggests  that 
c .  npetitive  grounds  the  case  for  the  firewall  may  be 
stronger  and  that  its  reaoval  nay  place  securities  firms  at 
a  competitive  disadvantage.  It  is  hard  to  follow  this  logic. 

It  the  guarantee  is  cospet'  ively  priced  (as  would  be 
required  u:  .r  Sectio.n  23B  of  the  Federal  Reserve  Act) ,  it 
does  not  a' .  ord  the  bank's  se:  -irities  affiliate  any 
ooapetitive  advantage  over  a  securities  firm  not  affiliated 
with  a  bank. 

w»  suggest  this  point  be  dropped.  The  conclusion  is  not 
supported  by  the  example  cited.  More  isportantly,  the  notion 
that  competitive  equity  ergusents  should  be  given  major 
weight  in  imposing  firewall  rcetrictione  on  an  entire 
industry  is  suspect,  especially  when  raised  by  a  rival  | 

{  industry  seeking  to  insulate  itself  from  outside 

I  competition.  If  safety  conditions  are  satisfied,  public 

policy  ought  to  act  on  the  presumption  that  more  competition 
is  in  the  public  interest.  Restricting  "oupt  itlon  in  the 
name  of  competitive  equity  is  a  dangerous  ga.t.o  that  is  bound 
end  in  a  weaker  and  less  productive  financial  system. 

Point  number  4  on  page  22  refers  to  a  prior  GAO  report  I 

concluding  that  institutional  abuses  or  conflicts  of  I 
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See  comment  7 


intaraat  w«ra  not  •  wldoaprMd  probloa  in  tho  banking 
industry.  Ms  csrtsinly  sgrss.  Ths  rsport  goo*  on,  howsvsr, 
to  ststs  that  "givsn  tbs  ham  that  could  raault  to  oonaunsra 
and,  ultinatsly,  to  banking  safaty  and  soundnass  frou 
abusas,  tha  potential  for  future  abuses  warrants  close 
attention  if  banking  inatitutiona  wars  granted  axpandad 
aacuritias  powers.* 

M«  believe  this  aantenca  is  unduly  alamist  and  noe 
jue'.  'fled  by  CAO'a  own  evidence.  Certainly  ths  Congress  and 
the  regulators  should  think  about  potential  abuses,  but  t’  .-y 
should  also  think  about  potential  benefits  free  expanded 
coepetition,  especially  whan  tha  probability  of  gain  far 
exceeds  the  possibility  of  any  loss.  Considering  only  tha 
possibility  of  potential  abuse  is  a  foraula  for  enacting 
exceasive  and  counter-productive  firewalls.  Me  v'im  that 
point  four  be  dropped  or  at  the  vary  least  be  r  .xitten  to 
incl<..'e  a  acre  balanced  treatnent  of  the  likely  gains 
resulting  free  expanded  bank  securities  powers. 

We  appreciate  the  opportuv  ty  to  consent  on  your  draft 
report. 


Thosias  P.  Rideout 
Executive  Director 
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The  folic  vitij;  arv  gao’s  comments  on  the  Bank  Capital  Mailtcts  Associa- 
tions  letter  dated  December  27.  1980. 


GAO  Comments 


1 .  Given  the  nature  of  the  request,  most  of  the  information  in  the  report 
is  concerned  with  the  operations  of  Section  20  firms  and  bank  holding 
companies.  We  agree  that  additional  information  about  the  securities 
industry  would  be  useful;  however,  in  order  to  meet  our  requester’s 
information  needs  in  a  timely  manner,  we  were  unable  to  develop  this 
information.  Nevertheless,  at  various  points,  the  report  does  discuss  the 
nature  of  risks  in  the  securities  industry,  market  share,  and  capital  ade¬ 
quacy  regulation  in  the  securities  industry. 


2.  On  the  basis  of  data  availability,  we  have  included  information  on  the 
levels  of  concentration  in  the  securities  markets  in  which  Section  20 
firms  have  initiated  underwriting  activities.  (See  app.  I.)  Since  Section 
20  firms  have  been  operating  for  a  relatively  short  time,  it  is  still  too 
early  to  determine  the  impaa  they  could  have  on  the  securities  market. 
The  discussion  in  appendix  I  alsj  points  out  that  it  is  not  necessarily  the 
case  that  expanding  the  securities  powers  of  banks  over  the  long  ruri 
will  i  cduce  market  concentration  in  underwriting  markets.  See  pages 

I  31  and  32. 

3.  Our  work  did  not  include  an  analysis  of  the  financial  structure  of 

i  securities  holding  companies.  However,  at  several  places  in  the  report 

we  do  point  out  that  the  holding  companies  of  securities  firms  are  not 
I  subject  to  tlie  same  capital  regulation  as  bank  holding  companies. 

S-  e  page  78. 


4.  Our  draft  report  recognized  banking  officials’  concerns  about  the  reg¬ 
ulatory  burden  imposed  by  the  firewalls  and  that  it  would  be  useful  to 
examine  individual  firew'alls  from  the  perepective  of  what  can  and  can¬ 
not  be  accomi>li.shcd  under  the  current  regulatory  structure. 


The  report  has,  however,  bc't'n  modified  to  include  an  expanded  dis^  us- 
sion  of  regulatory  burden  and  the  possibility  that  firewalls  could 
increase  risk.  (See  pp.  1.5-17.)  As  noted,  we  agree  that  the  prohibition  on 
a  bank  nxaking  loans  to  its  securities  affiliates  could  weaken  the  overall 
structure  of  a  bankii'  organization  during  a  liquidity  crisis.  See  page  17. 


.5.  Our  discicssion  is  inteni.ea  to  help  focus  attention  on  the  purpr)se  of 
the  firew'alis.  and  we  think  that  competitive  aspects  are  of  concern  to 
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many  people.  We  have  modified  the  discussion  to  take  account  of  Sec¬ 
tion  23B  of  the  Federal  Reserve  Act,  but  the  exi  ■  'nee  of  this  provision 
does  not  necessarily  take  care  of  all  competitive  considerations,  in  part 
because  the  provision  may  be  ignored  if  the  firm  experiences  financial 
stress.  In  addition  there  may  be  economies  of  combining  banking  and 
securities  activities  that  would  benefit  the  banking  organization.  See 
pages  18  and  19. 

6.  The  report  was  modified  to  include  a  discussion  of  whether  it  was 
appropriate  to  consider  competitive  equality.  See  pages  18  and  19. 

7.  We  agree  that  potential  benefits  should  be  considered  in  determining 
the  appropriateness  of  firewalls.  However,  we  also  believe  that  it  is  rea- 
.sonable  to  be  cautiou.s  in  phasing  in  powers  in  new  areas  where  the 
potential  exists  for  conflicts  of  interest  or  abuses  such  as  insider  trad¬ 
ing.  The  discu-ssion  of  this  point  has  been  modified  to  clarify  our  view. 
See  pages  1.5  to  17. 
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ASSOCIATION  of  BANK  HOLDING  COMPANIES 


•iCmaMOm  MMrrHW) 
COUNMk  « 


««  «AV*tMGTo*i  oc  m>m 

dot 


January  5,  1990 


cunirnO"’  1 
NO'.v  p  8 


SC'V  oornn  ■'  ■ 
t'lO.v  p|)  2  a-  • 


Mr.  Richard  L.  Fozel 
Assistant  Comptroller  General 
General  Government  Division 
General  Accounting  Office 
Washington,  D.C.  20548 

Dear  Mr.  Fozel: 

Thank  you  for  the  oppori.  .nity  to  review  and  comment  upon  your  draft 
report  on  ban!,  ineligible  securities  activities  carried  oat  by  wholly-owned 
subsidiaries  of  bank  holding  companies. 

As  you  kr  'w,  aithoug'.:  the  authority  for  bank  holding  companies  to  engage 
in  such  activi.ies  was  granted  only  recently,  this  development  provides  a 
significant  opportunity  for  bank  holding  companies  to  serve  their  customers, 
diversify  their  product  base  and  business  risks,  and  compete  more  effectively  in 
the  financial  services  sector.  Accordingly,  we  commend  you  for  addressing  this 
important  topic  and  for  noting  that  such  activities  have  not  "damaged  the 
financial  coriditic-i  of  a  bank  or  brnk  holding  comfiany."  We  hope  that  your 
conclusions  will  quell  the  crilicis  from  opponents  to  the  conduct  of  ineligible 
secu'  ’  ?s  activities  by  subsidiaries  of  bank  holding  companies. 

In  genernl,  we  agree  with  your  report  and  the  conclusions  therein.  We  do 
have,  however,  a  few  comments.  First,  on  page  12,  we  would  suggest  that  you 
insert  tfie  phrase  "without  limitation  or  regulation"  after  the  word  "dealing"  in 
the  second  line  after  the  subheading  "Risks  Associated  With  Section  20  ar.d  Bank 
Holding  Company  Activities."  Without  this  addition,  the  sentence  seems  to 
imply  that  such  risks  cannot  be  managed  and  can  be  counter-balanced  only  by 
the  opportunities  or  benefits  from  the  conduct  of  such  activities  by  subsidiari..s 
of  bank  holding  companies. 

Second,  the  background  discussion  on  pages  2-5  of  the  report  should  make 
clear  that  the  lir  •  ations  on  gross  revenues  from  ineligible  activities  were 
impc-sed  as  a  re.s  of  the  Federal  Reserve  Board's  interpretation  of  the 
"engaged  princip  y"  language  of  section  20  of  the  Glass-Steagall  Act.  Further, 
it  should  be  note.J  that  that  language  is  subject  to  different  interpretations, 
including  author'  .ation  to  allow  Section  20  subsidiaries  of  bank  holding 
companies  to  a  ribute  to  over  twenty-five  percent  of  the  or;  "ization's 
revenues.  It  is  p.  rsible  that  the  Federal  Reserve  Board's  curr-  interpretation 
could  change  over  time. 
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See  comment  3 
Now  vO  10-20 


Finally,  recognizlnc  that  tha  acctlon  30  lanQuafa  oauM  acooaiMdaM  a 
greater  eatiune  of  tactiglbia  actMtiea.  wa  believe  ym»  Hat  of  ailrtltkinal  are^ 
that  shoold  be  conaidcred  by  tha  Cohgreaa  (aea  pp.  19-24)  ahould  inctuda  arlv  r 
greater  ineligible  acctritica  actMti^  nben  atifeiiect  to  apprepriata  rcgulatloi., 

In  fact  nouU  retult  in  any  increaacd  rlaka  to  the  banking  ayatata. 

In  oonchision.  •«  apprcciata  the  chance  to  oonnient  on  your  atud^.  You 
and  y  x  staff  are  to  be  commended  on  a  job  well  dc  ' 

Sincerely. 


h*.  uAwAii^ 
Richard  M.  Whiting 
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The  following  are  gao’s  comments  on  the  Association  of  Bank  Holding 
Companies’  letter  dated  January  5, 1990. 


GAO  Comments 


1 .  We  do  not  believe  the  wording  of  the  report  implies  that  such  risks 
cannot  be  irana«;*:4.  We  have  modiOed  the  discus^n  in  the  report  to 
make  it  clear  that  although  there  have  been  benefits  associated  with 
using  the  holding  company  structure,  having  independent  bank  holding 
cunipany  subsidiaries  is  not  necessarily  the  only  way  to  structure  the 
expand^  securities  activities  for  banking  organizations  in  the  kmg  run. 
See  pages  12  to  14. 

2.  We  think  the  report  is  clear  on  this  point.  Although  the  question  of 
whether  to  raise  the  revenue  limit  further  is  not  an  issue  currently 
before  the  Board,  we  recognize  the  Board’s  continuing  authority  to  reex¬ 
amine  limitations  established  on  Section  20  subsidiaries. 

3.  Our  discus.sion  of  regulatory  burden  on  pages  15  to  17  has  been  modi¬ 
fied  to  recognize  that  expanded  securities  activities  is  one  of  the  restric¬ 
tions  that,  like  revenue  limits  and  some  of  the  firewalls,  might  be 
mcKlifiod  in  the  future. 
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Coalition  for  Regional  Banks 


The  tvcara  Oreup 
Thf—  taley  tn  C«nief 
tuMetM 

ltM2teltlrert.RW. 

Weehktfien.  O.C.  TOO>S-lTOe 
PtMMl  M/72*>S40e 

January  it,  1990 


Mr.  Richard  L.  Fogal 

Asalatant  Coaptrollar  Canaral 

United  Stataa  canaral  Accounting  Offlc* 

Vaahington,  O.C.  20S4S 

D«ar  Mr.  Fogal: 

Tha  Coalition  for  Ragional  Banks  appraciataa  tha 
opportunity  to  coaaant  on  tl  draft  GAO  Raport  antitlad 
"&£n)c  Powara:  Activitiaa  of  .  icuritlas  Subaidlariea  of 
B^tik  Holding  Corpaniaa." 

The  Report  provides  a  uasful  and  obj  active 
discussion  of  the  rsgulatory  fraaevork  applicabla  to 
section  20  subsidiaries  of  bank  bolding  eospanias  and 
the  ef  ’.t  ^  the  so-called  "firewall*  restrictions 
inpos:  ->y  tna  Fedaral  Raservo  Board  on  such  activities. 

He  be.'  /e  that  tha  Raport  would  provide  a  sore  complete 
view  i  .  greater  sapbasia  wars  given  to  the 
di  proportionate  ispact  of  the  firewells  on  regional 
b~ raking  organizetlone  and  wo  have  encl*>sed  epecific 
cotuaente  In  this  regard. 

V..  appreciated  the  opportunity  to  meet  with  the 
GAO  ataf£  in  the  foraulation  of  the  Report.  On  behalf 
of  the  Coalition  for  Regional  Banka,  X  as  aubsit  !ng  the 
enclosed  conwente  on  epecific  polnte  sade  in  the  Report. 

Sincerely^  | 

Melanie  L.  Fein 
Arnold  a  Porter 
Counsel  to  The  Coalition 

For  Regiomil  Banks  j 

Enclosure  i 

( 

cc:  Stephen  C.  Swain  ! 

Edward  Hroblewski 


AflNOiOhrOmtR 
tMO  Nm  iRwigillli^  N.W. 
WMMufRii,  OLC.  MIM 
Phomi  «a/7»3M« 
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Coudntp  on  tlM  CAO  Kapert  Xntltlad 
"Bank  Powarat  Actlvltlaa  of  Saeurltlaa 
Subaidlariaa  of  Bank  Moldinp  Coapanlaa" 


1.  Tha  Coalition  for  Raglonal  Banka  ballavaa 
that  tha  Report  should  aaphaalra  aora  claarly  tha 
dlsproportlonata  offset  on  rational  bank  holding 
conpanias  of  tha  gross  ravanaa  limit  applicabla  to 
saction  20  subsldiariaa. 

As  a  result  of  tha  tan  parcan*  groaa  ravanua 
limit,  a  saction  20  sutoaldiary  mast  bava  a  substantial 
voluna  of  ravanua  fron  bank»aligibla  activltlas  in  ordar 
to  sngaga  in  any  significant  voluna  of  inaligibla 


underwriting  and  dealing  activity. 


only  major 


source  of  eligible  ravenuaa  is  from  underwriting  and 
dealing  in  U.S.  govemnant  aacuritias.  Tha  atructura  of 
the  U.S.  governaen|  aecuritiaa  aarkat,  howavt  , 
generally  precludes  bank  holding  conpanias  from  major 
Involvasa.nt  in  this  market  unlaaa  thay  gualify  as 
primary  dealers,  which  most  r^-  tonal  bank  holding 

f, 

conpanles  do  not. 


The  Federal  Resarva  Bank  of  Maw  York  dasignates 
certain  large  banks  and  securities  firms  ss  primary 
dealers.  There  are  currently  approxixntely  43  primary 
dealers,  oZ  which  ssvsn  sre  domestic  banks  end  several 
aora  are  nonbank  subsldiariaa  of  bank  holding  companies. 
Each  primary  dealsr  is  rsquired  to  asintaii;  at  Isast  a 
minimum  one  percent  share  of  tha  total  primary  dsaler 
transactions  with  customers,  to  submit  compatltlvs  bids 
at  svery  Treasury  suction,  and  to  aair.tsln  capital  of  at 
least  $50  million.  Tha  Federal  Rasmrva  Bank  of  Haw  York 

[Footnote  continued  on  next  page] 
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Bagional  bank  holding  coapanlao  that  ara  not 
afflllatad  with  prinary  daalara  in  D.S.  govarnnont 
aacuritiaa  oparata  un>.‘  sr  a  aavara  coapartitiva 
diaadvantaga  relativa  to  aaction  30  aubaidiariaa  that 
ara  prinary  daalara  baeauaa  thay  lack  tha  larga  basa  of 
aliglbla  ravanuaa  froa  undarwriting  govamnant 
aacuritiaa.  For  axanpla,  an  ahown  in  tha  attachad 
chart,  a  aaction  20  aubaidiary  of  a  ragional  bank 
holding  conpa  /  with  groaa  aliglbla  ravanuaa  of  $15 
Billion  par  yaar  could  ganarata  inaligibla  ravanuaa  of 
no  nora  than  approxinataly  $1.67  nilllon,  raaulting  in  a 
Binuacul'  aarkat  ahara.  Intarant  incoaa  on  poaitiona 
would  account  for  a  algnificant  portion  of  thia  anount, 
tharaby  Halting  avan  fu|^thar  tha  ability  of  a 
aaction  30  aubaidiary  to  angaga  in  undarwriting 
activltiaa.  Dapanding  on  tha  aiaa  of  aach  laaua,  tha 
groaa  ravanua  licit  would  paralt  a  ragional  aaction  30 


[FooCnota  continuad  fron  pravioua  paga] 
hae  llnltad  tha  ntabar  of  prinary  daalc  to  a  naxlnu 
cf  approxinataly  50  firaa.  Saa  Fadaral  Kaaarva  Bank 
Now  York,  "Critaria  and  Procaduraa  Applied  to  Pirna 
Interaatad  in  Baconing  and  Ranalnlng  Prinary  Daalara," 
Prana  Ralaaeo  of  Vovartbar  17,  1988.  Prinary  daalara 
control  75  parcant  of  tha  aarkat  in  govamrtnt 
aacuritiaa  with  200-300  aacondary  daalara  "^counting  for 
tha  raxalning  35  parcant.  Tha  coabinad  a.  .-aga  dally 
trading  volun*  of  all  prinary  daalara  in  Auguat,  1988, 
wan  $100.1  billion  for  iBTtadiata  dalivary.  75  Fad.  Raa. 

I  Bull.  A31  (1989).  Thia  figura  doaa  not  includa  a  larga 

!  voluaa  of  activity  consisting  of  aacuritiaa  sold  undar 

!  repurchase  agraananta. 


L 
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aubaldiary  to  an^aga  In  only  a  vary  faw  undarwritlng 
tranaactiona. 

In  ordar  to  hold  itaalf  out  aa  a  craditabla 
undarvrltar  and  daalar  la  Inallglbla  aacurltlaa,  a 
aaction  20  aubaldiary  mat  ba  abla  to  raapon'  to 
raquaata  for  blda  on  undarwritlng  daala  and  to 
partlcipata  ragularly  In  tha  undarwrlting  and  daallng 
narkata.  Undar  a  tan  parnant  Unit,  a  raglonal  aaction 
20  aubaldiary  nay  guickly  axhauat  Its  quota  tor 
inaligibla  undarwrlting  ravanua  and  ba  unabla  to 
partlcipata  In  undarvrltinga  of  local  auniclpal  prolaeta 
of  aajor  rogi  si  inportanca. 

Tha  tan  parcant  groaa  ravanua  Unit  thus  ukaa  it 
difficult  or  Inpoaalbla  tor  many jraglonal  bank  holding 
companion  to  partlcipata  naanlngfully  or  coapatitivaly 
In  tha  Inallglbla  aacurltlaa  undarwrlting  marl  ta.  A  25 
to  49  parcant  gross  ravanua  limit  would  ba  aora 
raallstlc.  Tha  U,S.  Dapartmant  of  Justica  and  tha 
Cosptrollar  of  tha  Currancy  hava  a'  itad  thalr  lagal 
opinions  that  tha  Glass-Steagall  Act  paralts  such  a 
latltuda  of  underwriting  and  dealing  activities. 

More  meaningful  participation  by  raglonal  bank 
holding  cospanies  also  would  ba  posslbla  If  tha  Board 
applied  the  gross  revenue  limit  based  on  bank  holding 
company's  total  consolidated  revenues  rat..<.ir  than 
revenues  of  the  section  20  subsidiary  only.  Such  an 
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I 

t 

1 

•pproach  b«  conslatMt  wltb  cb«  Slua-StMgall  Act 

I 

I  aa  wall  aa  pravloua  Intarpratationa  by  tba  Board. 

Seev'ommntt  !  2.  Tha  Coalition  for  RaglonaX  Banka  alao 

ballavaa  that  tha  Raport  aho'Jld  placa  graatar  aaphasla 
on  tha  dlaproportlonata  affact  of  tba  flrawalla 
ganarally  on  raglonal  banking  organ! zatlona.  Thla 
dlaproportlonata  affact  la  *  Idancad  by  tba  parcantaga 
I  of  raglona'  banking  flna  that  hava  actually  actlvacad 

thair  aaction  20  aubaldlarlaa .  Of  tba  nlna 
aultinat tonal  banking  flrma  with  aaction  20  approval, 
aavan,  o  77  parcant  of  tha  total,  hava  bagun  taalr 
b«nk-lnallglbla  actlvltlaa.  Zn  eontraat,  of  tha  tan 
j  raglonal  banking  flraa  with  aaction  20  aj^roval,  only 

j  I'lva,  or  90%  of  tha  total,  hava  bagun  th^lr  bank- 

j  Irallglbla  actlvltlaa  (Tablaa  IV. 1  and  ZV.2  of  tha 

! 

I  .Report) .  I 

I 

I  Bacauaa  of  thair  aaallar  a  Isa,  raglonal  coapanlM 

I  ara  laaa  abla  to  absorb  tha  addltloncl  organisational 

I  and  operational  costa  raquirad  to  coaply  with  tha 

i  flrawalla.  Tha  prohibition  on  officar  and  dlr^rcor 

I 

I  Intarlocks,  for  axaapla,  typically  aaana  that  raglonal 

I  bank  holding  coapanl;  angagad  in  underwriting 

!  actlvltlaa  Bust  althar  hlra  dupllcativa  aaaagaaant 

personnal  or  dlluta  axiatlng  Banagaaent.  Boraovar, 
i  becausa  of  thair  "ralatlonahip  banking"  approach  to 

c’.istoB«ra.  the  crosa-markatlng  raatrlctlona  aay  hava  a 
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CmmmmU  Fimb  thrCMIlkw  te 
•rgUMiBuik* 


See  corrimeni  i 
\ow  p  8 


Now  p.  44. 
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I 

I 


i 

I 

I 


■or*  ■l9niflc«nt  advors*  iapaet  on  ragioiul  banking 

organiaationa  and  tbair  euataaara.  Zn  "ralationahlp 

banking*/  th*  cuatoaar  baa  th*  eonvc  ano*  ot  looking  to 

hi*  Individual  ralatienahlp  aanagar  for  all  of  hla 

financing  naad*/  a  banaflt  that  la  not  poaalbla  undar 

th*  flravall  raatrlctlons. 

3.  On  pag*  14,  tha  kaport  atataa  that  raglonal 

bank  holding  coapany  official*  atatad  that 

it  la  naeaaaary  to  tranafar  Into  a 
faction  30  aubaldlary  aoaa  aetlvltlaa 
that  aay  not  fit  wall  togathar  froa  a 
bualnaa*  parapactlva  in  ordar  to 
provid*  a  largo  anougb  aubaldlary 
r«v  tua  baa*  to  aaka  doing  Inaliglbl* 
buslnaaa  wort  •^bll*. 

Na  would  point  out  that/  In  addition  to  Incoapatlblllty, 
It  la  unfaaalbl*  to  locata  aoat  non-aacurltiaa  ralatad 
aetlvltlaa  in  a  aaction  20  *u>  'diary  du*  to  tha  not 
capital  rul*  of  th*  Sacurltiaa  and  Exchanga  Coaalaalon. 
Moraovar,  th*  Fadaral  Raaarv*  Board  raqulraa  a  bank 
holding  cc  pany  to  deduct  froa  ita  regulatory  capital 
any  capital  aupportlng  the  aaction  20  aubaldlary  and 
lapoaaa  other  raatrictlona,  auch  am  croaa-aarkating  and 
Intarlocka  prohlbltlona,  that  aaka  th*  conduct  of 
aetlvltlaa  through  th*  aaction  20  aubaldlary  *xp<  ^  alv* 
and  lev  actlcal  froa  a  bualnaaa  point  of  view.  Thia 
point  ia  aad*  In  Appendix  III  (p.  59)  but  ahould  be 
eephaaized  in  th*  body  of  th*  Report.  We  would  note 
that  the  SEC 'a  net  capital  rule  provide*  an  adequate 


I 
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See  comment  2 


See  comrr.ent  3 
Now  p  46 


-  «  - 

•afeguArd  to  pnsur*  Um  polvancy  of  a  aaction  20 
aubaldlary  and  thua  tlM  Beard's  capital  daduetlen  la 
unnaeaaaary  and  costly. 

4.  Tha  Coalition  for  daglonal  Banks  ballavaa 
that  banks  should  ba  parsittad  to  astabllah  and  fund 
aaction  30  subaidiarias  in  tha  sasa  sannar  that  tha 
Board  haa  parsittad  foralgn  banka  to  do  ao.  Baa  Board 
Order  dated  January  4,  1940,  approving  sa-  Ion  20 
applications  by  Canadian  Zsparlal  Bank  of  CoMisrea,  Tha 
Royal  Bank  of  Canada,  and  Barclays  Bank  PIC.  Tha  Tb  's 
ra-julations  parait  Inanrad  atata  nonac  ar  banks  to 

astabllah  subaidiarias  to  angaga  in  underwriting  and  j 

dealing  activitiaa.  13  C.P.R.  337.4.  Such  activitioa  j 

should  not  bacona  ispenisaibla  alsply  bacauaa  a  bank  is  | 

I 

owned  by  a  bank  hold!  company.  Tha  Board's  ai4thority  | 

to  regulate  tna  activities  of  subsidiaries  of  holding  j 

company  banka  is  doubtful  in  any  a  nt.  Allowing  banks 
to  opsrata  saparate  aaction  30  suboldiarlea  would  afford 
doicoetlc  ban'r  covtpatitiva  parity  with  foreign  banks  aiid 
would  enable  dor  tic  banka  to  diversify  thait  incona 
and  rieka  on  a  consolidatad  basis. 

5.  On  pages  59-60,  tha  Report  cites  a  aacurity 
indue try  official's  c<  ants  that  "tha  a.  ;ra  invastacnt 
IndiiKtry '  a  ravanuaa  froa  un^  writing  wars  only  about 
eight  parce;\^.  of  gross  rave  -'s  in  the  first  half  of 
1989"  and  therefore  a  bank  holding  company  could  acquire 
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See  comment  1 
Now  p  8 
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•  large  existing  Mcurltlee  flra  and  still  be  eltbln  tbs 
ten  percent  gross  revenue  limit.  This  stststssnt  nay  be 
misleading  because  the  Board's  gross  revenue  limit  Is 
applicabl  not  only  to  underwriting  activities  but 
dealing  as  well.  It  would  be  useful  for  the  GJtO  to 
ascertain  and  report  the  percentage  of  the  investment 
industry's  revenues  that  are  derived  from  dealing 
activities  in  addition  to  underwriting  activities. 

Zn  any  event,  regional  banX  holding  ooavanlaa 
generally  are  not  Interested  In  seg  Irlng  existing 
aecurltl'  firms  given  t>  poor  condition  of  such  f iram 
generally. 

6.  On  page  13,  the  draft  Report  states  that 

I  bank  holdlt^  company  ofliciale  and  some 

I  regulCvory  officials  h'-’s  said  that  the 

regulatory  structure  i  .  hamper  the 
ability  of  the  holding  company  as  a 
I  whole  to  manage  Its  exposure  to  a 

single  customer  or  market  aec  ut  and, 
thus,  the  risks  that  may  resu. <  from 
such  exposure. 

He  would  note  that,  while  the  separate  subsidiary 
r«guir«  nt.  Interlocks  restrictic  ,  snd  other 
firewalls  say  interfsrs  with  management's  ability  to 
soat  sfCiclantly  monitor  and  control  risk  exposure,  bank 
holding  coBpenies  are  not  undertaking  undue  rieks  as  a 
rasult  of  the  firevalle  but  rather  are  managing  such 
riaka  through  burdanaoma  policies  and  proesdures  that 
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oth«rvla«  would  b*  unnocoMary  in  tba  ab-.  anc*  of  cortain 
of  tha  firawalla. 

7.  zn  a  nuBbar  of  plaeaa,  tba  Raport  rafars  to 

eonearna  by  aacarltlaa  Indttatry  offlelala  that  bank 

holding  coapany  aaetlon  30  aetivltlaa  will  anabla  bank 

holding  eoapaniaa  to  eo^ata  unfairly  with  aaeuritiaa 

firaa  (R.g.,  p>  IS).  Tha  Kaport  atataa  that,  whila  tb 

naad  for  tha  firawalla  nay  ba  lagitiaataly  quaatiMiad, 

a llai nation  of  tha  firawalla  aay  plaea  aaeuritiaa  fima 

at  a  conpatitlya  diaadvantagat 

[o]n  coapatitiva  grounia,  howwar,  tha 
CHsim  for  the  firawall  nay  ba  auch 
Btrongar>  Sacuritiaa  f^-^  coapating 
with  Saetion  30  firaa  a.  not 
effiliatad  with  a  bank  t/id  tbarafora 
I  could  ba  placad  at  a  coapatitiva 
I  dlaadvantaga  if  tha  firawalla  wara 
I  alialnatad.  (p.  21) . 

Tha  Coalition  for  Ragional  Banka  baliavaa  that 

I 

coapatltion  batwaan  aaeuritiaa  firaa  and  banking 
orgahlrationa  ia  not  a  valid  Claaa-Staagall  concern. 

Tha  Gla«s~Steagall  Act  waa  not  Intended  aa  a  device  to 
Insulate  tha  sacuritiaa  industry  froa  coapatition.  Evan 
if  bank  holding  coapany  section  20  aubaidlarias  did  have 
a  coapatitiva  advantage  ovsr  securities  fins  (which 
they  do  not),  public  policy  would  not  dictate  that 
Inefficient  and  burdensoaa  rastralnte  be  laposed  on 
section  20  aubaidlarias. 
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See  comment  S. 

Now  pp.  9, 18. 46,  and  52. 


Now  pp.  46  and  47. 


-  9  - 

a.  Tu  several  inetanees  (pp.  IS-ia,  24,  and  73), 
the  Report  <iuotee  aeeuritlee  industry  efticials  as 
objecting  to  the  section  20  subsidiaries'  aooess  to  lav 
cost  funds  in  the  form  of  insured  deposits  from  their 
affiliated  banks.  The  securities  Im  tstry  position  la 
sisla  ling  for  tv  reasons.  First,  under  the  Board's 
sost  recent  firewalls,  banks  say  not  provide  any  funds 
to  their  section  20  affiliates,  tven  If  they  could,  s 
b.  ;  loan  to  an  affiliate  sust  cosply  with  the 
quantitative  lisitations  and  collaesral  require  .ants  of 
section  23A  of  tho  Fader  V  Rssszvs  Act.  A  section  20 
subsidiary  sust  seek  bank  borrowings  fros  unaffiliated 
banks.  Second,  securities  fires  have  access  to  these 
so-called  "lajd  cost  funds.”  They  are  persltted  to 
borrow  froa  ban)cs  and  are  not  subject  to  section  23A 
Units.  FroS  a  parity  perspective,  a  non-bank- 
affiliated  securities  firs  enjoys  the  ease  access  to 
"low  cost  funds”  as  does  a  bank-affiliated  section  20 
affiliate.  The  Board  itself  has  rejected  the  arguaent 
that  section  20  sul  .Idiaries  have  access  to  lower  cost 
funds  than  their  securities  industry  cospetitors,  as 
noted  in  Appendix  III  (p.  66) . 

Moreover,  banking  organixations  operate  subject 

I  to  nuaeroua  regulatory  restrictions  that  iapose  a 

I 

I  "regulatory  tax”  on  their  opera'  ’  )ns.  In  addition  to 

I  the  section  20  firewalls  that  iapose  costly 
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See  comment  7 
Now  p  18 


See  con-,ment  8. 
Now  p  50. 


ln«f£lci«nei««,  bar  «  ara  subjact  to  disadvantagas 
raaulting  froa  tha  coat  of  dapoalt  inauranco  praaluas, 
foragona  Intaraat  on  raguirad  raaotvaa,  and  capital 
raqulraaanta  blgbar  than  would  bo  aaintainad  In  tho 
abaanco  of  regulation  and  deposit  inauranca.  Sea 
"Regulatory  Burden  Handicaps  Low>Risk  Banking,"  Fadoral 


Raaarva  Bank  of  Chicago. 
1908,  Ho.  5. 


C,  January, 


Ha  also  would  note  that  a  nuabar  of  aaeuritlaa 
firms  do  in  fact  have  bank  attiliataa  and  ara  not 
nub j  act  to  tha  full  range  of  firawalla  applicable  to 
aoctlon  20  aubaidiariaa. 

9.  Ttia  Report  on  page  23  rafara  to  potential 
cuatomar  confusion j about  whathar  invaataant  products  ara 


insured  or  not.  Wa  W'  Id  point  out  that  cuatoaar 
confusion  say  be  ayoidad  by  appropriate  diacloauraa. 
Banka  ara  not  axaapt  froa  tha  anti-fraud  provisions  of 
tho  aaeuritlaa  laws  and  tha  Sacuritlaa  and  Exchange 
Coawiasion  recently  has  initiated  a  program  to 
aggreai:  ively  monitor  bank  coe,j1  lance  with  such  laws. 

10.  On  page  70,  tha  Report  states  that  bank 
holding  company  officials  stated  that  sos  foreign  banks 
operating  in  the  United  States  ara  parmittad  to  provide 
credit  enhancements  for  sacuritlaa  underwritten  by  their 


affiliate 


He  ara  unaware  of  any  such  activities  or 


authority  for  such  actlvitias  by  foreign  banka.  It 
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^  M.imk  iprti  Uuno  tpro^^  b«««J  uppn  groAS  Aproon*  prov*d«cf  by  PubI  tC  Socurittoo  ^»»oCl«(ton.  Vunictpol  oorid  sprood  tor 
coAif^ei  1 1  I  •«  i»Au«»  <A  ooogv'hot  lu«or.  Corpor«to  vndor««r  1 1  *09  f*9uroo  OAttootod  fro*  •  revio*  of  nmoprouA  public  offorln^ 
M'ospof  ?««»«»  .  I 

^  AmjunlA  dortvo.1  from  “!»•«  1969  Ca'’por*t«  S«oopA<OAoo'*  lopf  1 1  ut  >oo»  I  lr»v«tor.  Fob.  ot  IJBi  L«(tor  froM 

Af.tiy  K>Po  Muliiit  A»»oc*«(ion.  tg  Oovtd  F.  frwoiAAn.  Hay  4. “1989;  ona  Socwrlttoo  Inctuotrw  Akoor.  tot  too.  Tranoo. 

Vui  Av.  Hu  I  b.  1969).  . 
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Appendix  XV 

Commenta  Kroni  the  ConUtlnn  for 
Kegioiiol  Bonha 


The  following  are  gao's  comments  on  the  Coalition  for  Rc'gional  Hanks’ 
letter  dated  January  18,  1990. 


\ 

\ 


GAO  Comments 


1 .  In  appendix  III  of  the  report,  we  discuss  the  practical  impact  the  fire¬ 
wall  rexjuirements  have  on  banking  organizations,  including  regionsd 
bank  holding  companies.  We  believe  the  report  reflects  tlie  concerns  and 
perspectives  that  regional  banking  organizations  have  concerning  the 
firewalls. 


2.  The  Hoard's  approval  of  foreign  banking  orgai;ization.s‘  applicatioais 
to  establish  Section  20  subsidiaries  occurred  after  vve  completed  oob- 
audit;  therefore:  we  did  not  have  the  opportunity  to  study  the  Hoard’s 
approval  in  any  detail.  However,  as  noted  in  the  report  letter  (see  pages 
12  tlirough  14),  we  believe  that  the  appropriate  long-run  structure  u> 
accommodate  expanded  activities  authorized  for  banking  organizations 
is  a  topic  that  should  be  studied  further. 

3.  Wc  did  not  sbtain  infoi  mation  on  securities  industry  revenues  gener¬ 

ated  from  dealing  activities,  since  the  Section  20  firms  that  have  initi¬ 
ated  the  now  activities  have  primarily  conducted  underwriting 
activities.  However,  a  banking  organization’s  decision  t"  -acquire  an 
existing  securities  firm  would  be  affecte<^  not  o*  ''v  tt.c  unount  of  rev¬ 
enue  generated  from  bank-ineligible  acti^  itie: .  '  ;  >1  nor  busim-sis 

considerations,  such  as  the  finn’s  profitability  oni  w  w'ell  the  fir^n 
would  fit  into  the  banking  organization’s  strategic  busincs.s  plans. 

4.  'I'he  text  has  been  modified  to  bettcr^llustratc  the  need  for  detenmin- 
ing  the  purpose  served  by  eaeh  firewall. 


5.  We  agiee  that  while  provisions  contained  in  the  Glass-Steagall  Aut 
geuei  ally  tend  to  establish  a  degree  of  separation  betweim  the  banfdng 
ami  seein  ities  indu.slries,  it  divs  not  appear  that  the  act  was  infemt  d  t(» 
blunt  eomiK-'tition  among  providers  of  financial  services. 


Cl.  W’e  agree  that  under  either  the  firewall  requirements  or  provisior-s 
eonlaifted  in  the  Federal  Reserve  Act,  loans  made  by  a  bank  to  an  a/Ti!i- 
ate  arc  required  to  be  on  es."cntially  the  .same  terms  as  those  that  ervist 
in  the  markets  for  similar  triuisaetions.  Therefore,  it  ap|x*ars  that  iNe 
Federal  Reserve’s  objective  is  to  assure  that  a  Section  20  subsidiary  <1(H‘s 
not  unduly  iK'iiefit  from  bc'ing  affiliated  with  an  insured  irLstiltitiorL 
Additionally.  se<untU.*s  firms  affiliated  with  a  bank  holding  eomparn-.  as 
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defined  in  the  Board’s  regulations,  would  also  be  required  to  con  ply 
with  the  Board’s  firewalls. 

7.  We  agree  that  adequate  and  appropriate  disclosure,  properly  regu¬ 
lated,  would  be  an  effective  mechanism  to  assure  that  a  customer  can 
clearly  distinguish  between  federally  insured  and  uninsured  products 
and  services  that  may  be  available  from  a  federally  insured  institution. 

8.  The  Bank  Holding  Company  Act,  as  amended,  defined  a  bank  hof<^ 
company  as  a  company,  including  a  foreign  banking  organization,  t-  iai 
has  direct  or  indirect  control  of  a  bank.  Under  Section  4(aX2)  of  the  act, 
cei  lain  foreign  banking  organizations  qualify  for  grandfathered  privi¬ 
leges  under  Section  8  of  the  International  Banking  Act  of  1978  (IBAX 
Under  Section  8  of  the  IBA,  any  foreign  bank  that  controls  a  btmk  that 
oierates  in  the  United  States  shall  be  subject  to  the  Bank  Holding  Ccan* 
pany  Ac  t  of  1956  and  subsequent  amendments  in  the  sa  '  manner  ax 
to  the  same  extent  as  if  it  were  a  bank  holding  company.  T »-o  purpose  cf 
this  provision  was  to  bring  the  permissible  nonbanking  activities  of  for¬ 
eign  banks  more  in  line  with  those  of  domestic  bank  holding  companies. 
However,  a  foreign  bank  could  continue  to  engage  in  nonbanking  activi¬ 
ties  in  the  United  States  in  which  a  was  lawfully  engaged  befo)  enact¬ 
ment  of  the  IBA. 
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January  8,  1990 


Hr.  Pichard  L.  Fognl 
Assistant  Comptroller  General 
United  States 
General  Accounting  Office 
Washington.  D.C.  20548 


I 

I 

I 


Dear  Mr.  Fogel: 

Let  me  begin  by  thanking  you  for  providing  us  with  a 
copy  of  your  draft  report  ‘Banking  Powers;  Activities  of 
Securities  Subsidiaries  of  Bank  Holding  Companies*.  This  is  a 
very  difficult  subject  to  analyze  because  there  are  no  readily 
available  data  sources  on  specific  securities  products,  and 
there  has  been  little  experience  with  the  Section  20 
Subsidiary'  You  have  done  a  superb  job  in  consolidating  the 
available  information  in  the  appendices. 

The  basic  information  concerning  the  industry  comes  froaa 
the  SLC  Focus  Report.  This  basic  regulatory  document  has  not 
been  changed  since  the  mid-1970‘s,  and  contains  a  simple  one 
page  income  statement.  Obviously,  the  industry  has  chaiiged 
substantially  since  that  time,  and  continues  to  change.  I  The 
industry  and  the  regulators  would  be  able  to  get  a  better 
picture  if  revenues  and  profitability  were  reported  by  product 
line.  The  Commission  does  little  analysis  of  the  industry,  and 
frankly,  that  analysis  is  left  to  this  association.  Changes  in 
the  Focus  Report  could  provide  significantly  better 
information,  and  make  industry  and  product  line  analysis  more 
meaningful.  I 

Given  the  limited  data  and  experience  we  certainly  agree 
that  it  is  too  early  to  draw  conclusions  as  to  the  competitive 
impact  of  the  Section  20  Subsidiaries,  or  how  teal  or  necessary 
the  firewalls  are.  S  A  has  long  supported  a  legislative 
solution  to  intersect  on  between  investment  and  commerical 
banking.  Your  report  raises  the  issues  that  need  to  be 
analyzed  oefore  the  Congress  can  undertake  a  redefinition  of 
national  policy  in  the  banking  and  securities  industries.  % 
look  forward  to  working  with  you  and  the  Congress  towards  that 
redefinition. 
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I 
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